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SYMPOSIUM ON RESTRICTIVE PRACTICES 
LEGISLATION? 


I 
ECONOMIC ANALYSIS AND PUBLIC POLICY 


Tue other two papers in our symposium are to give a barrister’s view of 
British restrictive practices legislation and of the functions of economists in 
relation thereto, and an assessment of some of the consequences of the legis- 
lation to date. This introductory and more general paper might be con- 
sidered as providing some sort of background for these more specific con- 
tributions. In it, I shall first discuss the value of economic analysis as a 
basis for decisions about public policy, with special reference to the control 
of restrictive practices. Following this, in Section II, I examine the Act 
itself and the role of the economist in its implementation. This Section is 
integrated loosely with the preceding one, in that the earlier discussion 
provides the background argument for the examination of the actual. form 
and economic implications of the legislation, but the second Section also goes 
beyond the general policy problem, to examine in summary fashion the 
activities of the economist within the judicial and administrative process 
actually created by the Act. 


I. THe Economist AND THE PoLicy-MAKER 


The economist can contribute to policy formation by giving advice as to 
the likely results of particular measures and so influencing the measures that 
are decided upon, and by explaining the relationships between specified 
aims and the possible means that might be used for their achievement. The 
value of his contribution must depend upon the extent to which his technical 
skills enable him to improve the policy-maker’s appreciation of the issues in 
either or both of these respects. 

In the case of restrictive practices, the body of technical knowledge of 
most apparent relevance from this point of view is that which concerns itself 

1 The three following papers were delivered at the Conference of the Association of University 


Teachers of Economics held at Leeds in March 1960. 
No. 279.—VOL. LXx. HH 
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with the analysis of the logic of choice. This, in the form of welfare analysis, 
attempts to judge alternative situations by the extent to which they promote 
a pattern of community resource-use that accords with the Paretian optimum. 
It is useful, therefore, to begin by examining the value of this analysis for 
the economist concerned with the guidance of policy in the ways just 
described. I shall argue that the analysis has two defects which together 
greatly restrict its value in a policy context. First, the bearing of the analysis 
upon the policy problem must depend at least in part upon the extent to 
which the aims of public policy can be identified with the maximising condi- 
tions of the Paretian model, and it is open to doubt, to say the least, whether 
the interest of statesmen in the welfare optimum is as great as that of academic 
economists. Second, there are strong arguments that the welfare analysis 
has logical flaws which must make it a dubious guide to public policy, even 
if we accept achievement of the Paretian conditions as the sole aim of that 
policy. 

I shall discuss these propositions in the next two sub-sections, attempting 
to bring out the general nature of the criticisms rather than to treat the 
problems exhaustively. The problems of the welfare analysis per se will first 
be examined briefly, before moving on in the following sub-section to the 
wider but perhaps less generally appreciated problems generated by the lack 
of consonance between welfare economics and the actual aims of public 


policy. 


(i) The Welfare Analysis 

The welfare analysis can and has been used to argue that an “‘ optimum ” 
situation (from the point of view of the “ ideal ” satisfaction of individual 
choices) would result from the existence of universal and perfect competition. 
If creation of such an optimum situation is the aim of public policy, then it 
follows, if the analysis itself is accepted, that that policy should concern itself 
with the removal of all restrictions upon the competitive process. 

Although few economists would accept this bald statement as a com- 
pletely satisfactory description of the monopoly problem in its policy context, 
it nevertheless provides the most reasonable starting-point for our survey. 
For, while the difficulties and ambiguities of the welfare analysis are widely 
admitted, there would, I suspect, be less general agreement that these short- 
comings invalidate propositions about resource-use and competition of the 
kind just described. There is a temptation rather to regard them as 
“ technical ” difficulties that make the logic of the welfare analysis less tidy 
but do not falsify the general conclusions for policy that can be derived from 
it to any very important extent. In my view, the internal weaknesses of the 
welfare analysis are too fundamental to be dismissed in this fashion. I shall 
discuss two of them by way of illustration: income-distribution and what 
has come to be known as the “ second best ” argument. 

The general nature of the income-distribution problem is well known. 
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Policies affecting resource-allocation must usually affect income-distribution 
simultaneously. To make clear statements as to which of two situations is 
“ preferable ” from a welfare (choice) point of view, it is therefore necessary 
to assume that income-distribution is irrelevant, or to rely upon not entirely 
plausible devices such as the compensation principle, and/or to limit welfare 
propositions to those that can be argued to hold, in some technical sense, for 
all distributions of income. These may be interesting logical exercises, but 
they must severely curtail the application of welfare analysis to policy 
problems. In any case, the search for “ purity ” of this kind is pointless to 
the extent that policy-makers have positive views about income-distribution, 
and so assess the value of policies in terms of their effects on income-distribu- 
tion as well as on choices. 

The “ second best” argument is essentially the generalisation of a pro- 
position about the optimum welfare conditions which had earlier been put 
forward in particular contexts, hut whose broader relevance had not been 
fully realised. The core of the argument is the demonstration that, if there 
is in existence some continuing disturbance of the Paretian optimum condi- 
tions (such as a monopoly, or a government that does not obey the “ rules 
of competition ”), then there is no general reason why the removal of in- 
hibitions of competition in other markets should produce a factor-allocation 
that approaches the welfare optimum more closely than would the allocation 
that results from continuance of those restrictions. Thus, if the sole end of 
public policy is to bring the community as close as possible to the Paretian 
“‘ optimum,” the economist can suggest removal of restrictive practices as a 
means to that end only if all other inhibitions of competition are capable of 
removal and are to be removed. Since the removal of all inhibitions of the 
competitive process (including those generated within the public sector) 
must be considered unlikely, the implications of the “ second best” argument 
must be disturbing for those who think it important that economists should 
have something of a positive and (in some sense) scientifically valid kind to 
say about policies for the improvement of the conditions of choice. But, 
in my view, recognition of the “ second best” proposition in no way dimin- 
ishes the potential value of the economist’s contribution to policy formation, 
while failure to recognise it in the past has certainly added nothing to the 
weight of his policy recommendations. _I shall take this point up again later. 


(ii) The Broader Considerations 

The shortcomings of the welfare analysis as a guide to policy, even within 
its defined limitations, are reinforced by the fact that those limitations them- 
selves leave a considerable gulf between the requirements and interests of the 
policy-maker and the matters upon which the economist can provide him 
with technical advice and assistance. The policy-maker has to work within 
a political environment. He has ideas about policy aims which go far be- 
yond the concept of preservation of individual choice in the economist’s 
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sense, and which indeed may frequently conflict with that concept. His 
interest in the economist’s advice stems from a desire for further elucidation 
of these ideas and of their implications, and also frem the need to decide how 
to translate aims into legislation and/or administrative action. These re- 
quirements the economist has failed to meet satisfactorily in two important 
respects. In the first place, economists have made little attempt at con- 
sistent examination of problems in relation to aims other than choice, and 
have given even less time to discussion of policy questions in contexts requir- 
ing consideration of more than one policy aim at once. Indeed, when faced 
with a problem involving plurality of aims, their inclination has frequently 
been to seek ways round it, in order to make “ scientifically pure ”’ statements 
about choice, rather than to accept the need for a wider cast of the net. In 
the second place, economists have failed to broaden the welfare analysis 
satisfactorily in a technical fashion, so that it might become a more adequate 
reflection of economic reality, and perhaps to that extent a better guide for 
policy purposes. The first of these failures needs no further explanation; 
anyone who has tried to write realistically upon matters of economic policy 
must be aware that our technical apparatus is unsatisfactorily narrow for the 
clear discussion of what others consider to be important aims of public 
policy. The second type of shortcoming requires a little further explana- 
tion. We can both demonstrate its nature, and illustrate the difficulties that 
economists run into once aims other than choice have to be considered, by 
examining some of the problems raised for the welfare analysis by the intro- 
duction of time and uncertainty, and then looking at the ways economists 
have treated that part of those problems that concerns itself with research 
and development. 

Of the many aspects of economic reality that our simple welfare model 
fails to deal with, the most important are those concerned with the existence 
of time and uncertainty. The welfare ideal is concerned with conditions of 
long-run static equilibrium, and the analysis takes no account of the time- 
process of change or of the associated questions of decision-taking in condi- 
tions of uncertainty about the future. Admission of these considerations 
introduces a host of new problems, concerned for example with the implica- 
tions for the choice concept of the possibility that resources may be used to 
generate, rather than simply to meet, demand, or with such things as the 
facts and implications of structural change. The need to accept the relevance 
of real-world phenomena of this kind for his advice upon the implementation 
of public policy, and the frequent inadequacy of the available economic 
analysis for such a purpose, provides a severe limitation upon the economist’s 
function in policy formation. Equally important, admission of the existence 
of time and uncertainty directs attention to the possibility that the aims of 
public policy may take account of such matters: particularly, policy-makers 
may not be indifferent to the effects of their measures upon economic 
growth. This is a field in which the economist might be expected to have 
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something to say, and one which could have some bearing, inter alia, upon 
restrictive practices legislation. 

However, the post-war interest in growth problems has resulted in the 
development, not of more sophisticated models in which growth and choice 
both have a place, but rather in the creation of two broadly independent 
analytical approaches, one treating growth by macro-economic techniques, 
the other concerned with the refinement of Pareto-type welfare systems. 
Consequently, we can now provide the policy-maker with two sets of broadly 
unrelated propositions, one dealing with growth and the other with choice, 
and neither capable of easy application in a context requiring admission of 
both as policy aims. 

This argument can be further illustrated by considering the treatment by 
economists of that special aspect of the growth problem that concerns research 
and development. There have been some notable attempts, such as that of 
Schumpeter, to consider the logic of choice in a dynamic setting in such a 
fashion as to comprehend the use of resources for such activities as demand- 
creation and research and development. It is fair to say, however, that in 
Schumpeter the dynamic aspects of the problem are considered to be of such 
importance that questions of allocation are dismissed as unimportant rather 
than incorporated in a general model. Certainly, the work of Schumpeter 
and of later writers in the same tradition has encouraged economists con- 
cerned with research and development, not so much to consider anew the 
place of research activities in some general allocation (welfare) system, as to 
adopt a technocratic approach which begins from the implicit or explicit 
postulate that research and development are good in themselves. If it 
could be shown, for example, that restrictive practices encourage research 
and development activities, those using this approach would consider this to 
be evidence supporting the continuance of such practices, given that the 
aims of public policy include a desire to promote economic growth, 

It seems to me paradoxical that this kind of view of research and develop- 
ment appears to be held by economists who in other contexts have shown 
themselves to be much concerned that the implications of the logic of choice 
should not be ignored by policy-makers. For if the aims of policy concern 
both growth and choice, then clearly the proposition that encouragement of 
research and development might be an argument in favour of restrictive 
practices is so incomplete as to be misleading. It treats of one sector of the 
’ economy only, and ignores the implied sacrifice of resources to other (re- 
search or current consumption) uses elsewhere in the economy. If a par- 
ticular sector can devote resources to research only if it is able to restrict 
current competition, might it not equally well be argued that its behaviour 
in doing so is itself evidence of an inhibition of community choices about 
resource-use, since it must affect factor-allocation between different current 
production uses, between current production and research uses, and/or be- 
tween different sorts of research uses? To put the questions differently, why 
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should the logic of choice not be applied to research resources in the same 
way as to other scarce resources? Those using the approach under examina- 
tion provide no good reason why the opportunity-costs of research resources 
should be ignored, or why (for example) the devotion of monopoly profits 
to research should be thought to produce a more “ desirable ” factor alloca- 
tion than would be generated by the utilisation of those profits by their 
earners to drink themselves to death. From the choice point of view, the 
most that we can say is that the resulting factor-allocation is likely to be 
different from the one that a competitive situation would have produced. 

It is not easy to avoid the conclusion that these confusions about research 
and development bear a direct relation to the unwillingness of economists 
to think about their problems in relation to more than one policy aim at once. 

The above arguments, though illustrative rather than exhaustive, provide 
a background against which British restrictive practices legislation can be 
examined. This is the purpose of Section II. In considering the legislation, 
we shall need to keep in mind the difficulties created for the policy-maker by 
the narrowness of the economist’s approach to policy questions, by the in- 
consistency of his treatment of different policy aims, and by the internal 
difficulties and confusions that arise even in his elucidation of the logic of 
choice. I do not wish to argue that the economist has had nothing to offer 
to those responsible for our restrictive practices legislation. What I shall 
suggest is that deficiencies of the kind so far described have contributed to 
an important extent to the deficiencies of the Restrictive Trade Practices 
Act. 


II. THe Act and Its IMPLEMENTATION 


In this Section I shall first explain and comment upon the form and 
content of the Act. Following this, I shall turn to its actual implementation 
and to the role of economists therein. 


(i) The Act 

The Restrictive Trade Practices Act, 1956, provides for agreements with 
defined characteristics to be registered, and, if not discontinued, referred to 
the Restrictive Practices Court for a decision as to whether they are contrary 
to the public interest. The onus is on the parties to an agreement to show 
why it should not be declared against the public interest, and Sections 21 
and 22 of the Act lay down the conditions which have to be satisfied. These 
are: 


(1) That the restrictions confer certain defined benefits, or that their 
removal would cause or be likely to cause certain kinds of damage. 
These “ escape clauses” have come to be known as the “ gateways.” 

(2) That the importance of any benefit or damage at (1), weighed 
against any detriment resulting or likely to result to the public, to 
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purchasers of the goods in question, to persons in the industry outside 
the ring, etc., is great enough for the restrictions to be held on balance 
to be “not unreasonable.” This requirement is referred to as the 
* tailpiece.” 


The form of the Act provides an interesting reflection of the attitude of 
mind of the policy-makers. Its general character clearly derives from a 
view of aims that is conceptually much wider in its scope than is formal 
economic analysis, and to that extent the Act provides support for the 
validity of the criticisms advanced in the last Section. Thus, the Act 
condemns restrictive practices in principle, by placing the onus upon those 
who wish to continue to pursue them to show why they should be allowed 
todoso. But the possibility of special cases, in which the general condemna- 
tion might have unsatisfactory consequences, is provided for by the “ gate- 
ways ”’ and the “ tailpiece,”’ and by the creation of a judicial process whose 
purpose is to discover such exceptional cases. Plausibly, this general formu- 
lation might be said to reflect a view of society that supports an economic 
system based on private capitalism, but sees the competitive process and 
freedom of markets and of economic activities as essential requirements for 
the successful operation and justification of that system. Such an attitude 
requires that inhibitions of competition be tolerated only in exceptional 
circumstances, but reaches that position for broader reasons than those 
provided by technical economic analysis. Indeed, it is inherent in this view 
of policy (and in the form of our legislation) that “ favourable ” economic 
consequences of particular restrictive practices might be agreed to exist, and 
the practices yet be condemned on grounds of the general undesirability of 
restriction per se. 

For those of us who are interested in problems of economic policy, there 
may be something to be learned for the development of our discipline from 
the contrast between the approach to policy just described, which can be 
inferred from our restrictive practices legislation, and the existing form and 
content of economists’ technical propositions. Consider, for example, the 
“second best” argument discussed in Section I. The difficulties this 
generates for propositions about optimum allocation assume much smaller 
significance once we accept that achievement of the ideal conditions of choice 
as described in the welfare models /3 less important for the policy-maker than 
it has been in recent years for the academic economist. If we want to 
provide better guidance for the policy-maker our attention needs to be 
directed, not towards attempts at the “ rehabilitation ” of welfare economics, 
but rather to more thorough examination of other, and perhaps more 
plausible, policy aims in order to put ourselves in a better position to give 
technical advice (concerning implications or means of attainment) about 
them. From this point of view, the value of the second best argument lies 
not so much in its destruction of the possibility of deriving policy propositions 
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in any simple way from the welfare analysis, as in its positive contribution 
to our understanding of the resource-allocation problem in its policy context. 

When we turn from the general character of the legislation to its more 
detailed content, another consequence of the gap between the economist and 
the policy-maker becomes apparent. Lacking satisfactory technical advice 
of a scope compatible with the breadth of their own approach, those re- 
sponsible for policy have not tried to give their general conceptions precise 
legislative form, but have passed the problem on by producing an Act 
sufficiently vague for its actual operation to depend to an important extent 
upon the interpretations placed upon it by the judiciary. The most im- 
portant instance of this impression concerns the requirement placed upon 
the Court by the Act, to decide whether particular agreements are contrary 
to the public interest. No precise definition of “ public interest ”’ is given 
in the Act, so that the intention of the policy-makers can be discovered only 
by study of the detailed terms of the Act (the only method available to the 
judiciary) and (for example) by such means as examination of the relevant 
Parliamentary debates. In particular, the relation between the public 
interest and the maintenance of competition is not referred to in the Act; 
indeed, the term “competition” occurs only once, in a relatively minor 
context. Certainly, the Act can plausibly be interpreted (and has been 
interpreted by the Court) in a fashion that identifies the public interest 
broadly with the absence of the conditions set out in paragraph 6 of the Act, 
which defines a registrable agreement. Also, examination of these condi- 
tions might well suggest to an economist that the aim of the Act was the 
maintenance and encouragement of competition, and the Court has itself 
taken such a view. Nevertheless, it is far from certain that this is the only 
possible interpretation, or the one that would inevitably have been made by 
any member of the judiciary. 

Similar difficulties arise in the interpretation of other terms of the Act. 
To take but one example, a plausible interpretation of one “ gateway ”’ alone 
(clause 21 (b)) would cover almost all possible arguments about the economic 
consequences of restrictive practices. This clause alone has already been 
used to introduce arguments that particular agreements benefited consumers 
by (for example) eliminating cut-throat competition, preserving capacity, 
encouraging research re-equipment and innovation, and stabilising prices. 

It is encouraging to be able to observe, in concluding the discussion of 
the terms of the Act, that deficiencies are also to be found which are quite 
clearly not the responsibility of economists, and which could surely have been 
avoided had satisfactory technical advice been obtained. Perhaps the best 
illustration of this concerns the export “‘ gateway.” This provides that a 
restriction can be supported (subject to the “ tailpiece ”) on the grounds that 
its removal would cause a reduction in the volume or earnings of export 
business. Lawyers seem to have found the wording of the clause obscure. 
But it seems clear that those responsible for it must have been influenced by 
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Britain’s existing balance-of-payments problem. Nevertheless, the wording 
gives no suggestion that this kind of short-term consideration is what the 
legislator had in mind; as it reads, the clause can only imply that the 
encouragement of exports is in itself to be treated as a desirable end of 
policy. It is hard to avoid the conclusion that there was inadequate con- 
sultation with economists in the drafting of this “‘ gateway,” since the 
nature of the error concerned has been widely understood since the time 
of the Physiocrats. 


(ii) The Process of Enforcement 

It does not follow, from the criticisms that have been advanced of the 
Act and of the contribution of the economist to its formulation, that the 
legislation is incapable of implementation, or that economists cannot make 
a valuable contribution to that implementation. I want in conclusion to 
discuss the nature of their contribution and the ways in which it might be 
made most effective within the framework of the Act. I hope that Mr. 
Lloyd will later be offering some comment upon the same point as seen by 
a barrister. 

If the economist is to provide useful service, as an adviser to the Registrar 
or to industry and/or as an expert witness in Court, it is essential that he 
should accept the need to think, and to formulate his arguments, in a fashion 
that can be effective in a court of law. Lord Justice Harman, pronouncing 
recently upon methods of costing for valuation purposes, said in his judgment 
that: 


“An English lawsuit was not a debate or moot, but a decision on 
particular facts. Wide and academic arguments were quite unsuited 
to the processes of English law. To have decided this case on broad 
general principles would have led to an absurdity.” 


The potential conflicts in the approach of lawyers and economists to the 
operation of the restrictive practices legislation are clearly brought out by 
this quotation. Thus, the economist is concerned with matters of principle 
and logic relative to such questions as resource-allocation, and is disposed by 
interest and habit of mind to consider these things in a fashion that permits 
discussion with other economists. Such discussion employs a common 
technical language, but both the nature of the problems and the character 
of the economist’s interest in them makes continuous discussion of problems 
of terminology likely if not unavoidable. In contrast, the lawyer’s interest 
is litigation. The law provides for a system of adversary proceedings through 
which a decision is taken about defined issues. While the economist tries, 
often inconclusively, to test his propositions, the lawyer is told whether he 
is right or wrong by the decision given by a judge. The lawyer’s activities 
take place within a framework defined for him, through proceedings carried 
on in accordance with the current state of law (legislation, judicial opinions, 
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etc.), and obeying technical rules about the burden of proof, the admissibility 
of evidence and so on. His technical terms have agreed meanings, estab- 
lished by statutes and by past decisions, or capable of definition by such 
means. 

There is no point in treating these differences of methodology and attitude 
as subjects for controversy or mutual criticism: the problem is not one of who 
is right and who wrong but one of how to work together to ensure satisfactory 
implementation of the Act, or, where necessary, to make clear the need for 
changes in the law. Further, in view of the fact that public policy towards 
restrictive practices is enforced through the courts (and it is not easy to see 
how some kind of judicial process could have been avoided), the economist 
must recognise that it is the lawyer who calls the tune. It is for the economist 
to adapt the form of his argument and comment to fit the requirements of the 
lawyer, rather than to expect the lawyer to try to make use of propositions 
that lie outside his experience or cannot be fitted to his procedures. 

Such an adaptation of the economist’s approach is less impossible than 
it might appear at first sight. We can see what is required by considering 
each of the five stages of the legal process in turn: } 

The first stage concerns definition of issues. Here, it is fair to say that the 
imprecisions of the Act, described earlier, help make the economist’s task 
easier. The judiciary sees its function as the administration of legislation 
rather than the making of law, and, in deciding what the law is, judges 
concern themselves not with what the intentions of the legislators might have 
been but solely with the “ construction” to be placed upon the words 
actually used in the Act under consideration. From the lawyer’s point of 
view, therefore, a satisfactory law is one whose terms are sufficiently clear 
and specific to make “ constructiun ” easy. For the economist, such specific 
terminology would be likely to create difficulties, by placing obstacles in the 
way of introduction of concepts of general principle (in relation, for example, 
to the meaning of terms such as the “ public interest ’).? As things are, the 
Act is so broadly conceived, generally speaking, that a wide variety of possible 
“‘ constructions” is possible, and in these circumstances the difference be- 
tween trying to define a term such as “ public interest” by reference to 
general principles and by “ construction ” is more apparent than real. The 
lawyer is obliged to set out principles without admitting that he is doing so, 
and the economist can help by offering concepts of principle in a form 


1 The classification is that adopted by Massel in Economics and the Policy Maker (Brookings 
Lectures, 1958-59). 

2 A colleague has suggested, not entirely cynically, that our restrictive practices legislation 
might have been more satisfactory if the law had simply declared the defined practices to be against 
the public interest and illegal, unless those concerned could show good reason why they should 
be allowed to continue. Such a “ find Johnny and ask him why he shouldn’t be made to stop it” 
approach might well have suited economists, by permitting unrestrained argument about both 
facts and concepts of principle. But it would have found little favour among lawyers, as it would 
have involved the Court in deciding issues of principle. 
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palatable to lawyers.1_ Given the wide range of possible ‘‘ constructions ”’ of 
the terms of the Act, it seems to me that in fact the lawyers and economists 
concerned in the early cases have succeeded in working together to produce 
a plausible and consistent view of the general nature and scope of the legisla- 
tion; that the situation could have been very much less satisfactory is 
sufficiently demonstrated by the judicial interpretation of the economic issues 
raised in the Water-tube Boilers Case.* 

The collection of data and their presentation is an activity in which the function 
of the economist is fairly clear, but here again the nature of the legal process 
cannot be ignored; the economist’s suggestions about general strategy must 
be made in a form capable of useful adoption within the rules of evidence 
and procedure. There is also work to be done in persuading lawyers that 
it may not be good policy to put everything possible in evidence.* 

As well as advising, the economist may himself have to give evidence as 
an expert witness. That evidence should be related to the general strategy 
that he has helped devise, and should accept the limitations (upon argument 
of issues of principle, etc.) already indicated. 

Arguments by lawyers on the data and the law takes place primarily during the 
actual proceedings. The economist can thus make no direct contribution. 
But, again, his value in ensuring that the lawyer he advises understands the 
implications of the other side’s argument will be increased if his comment is 
in a form appropriate to court proceedings rather than for seminar discussion. 

It remains, in conclusion, to consider the final step: the judicial sifting and 


formation of conclusions. ‘This is in many ways the most difficult problem of all. 
The judges are faced with a set of complex issues. In principle, they cannot 
seek outside technical advice; lawyers think it important for the satisfactory 


1 To illustrate this, I have been advised that it would be pointless to put before the Court a 
proposition that the cost data of a number of firms with different cost conditions could not in 
principle be used to support argument that a common selling price was “ fair and reasonable,"’ since 
judges could not be expected to disbar themselves from accepting such argument in all future cases. 
But a similar end can be sought by advancing the same objections to such an argument from 
cost data in more and more individual cases, and so regularly reducing the likelihood of its being 
accepted in any future case. 

* Of course, some of the requirements of the Act are so phrased as to make adaptation of 
economist’s and lawyer’s approaches very difficult. The export ‘‘ gateway,” discussed earlier, 
provides an example. It is not easy, given the terms used, for the lawyer to place any construction 
upon the clause that economists would think reasonable, and the clause would be unsatisfactory to 
economists even upon the most plausible (but impossible) interpretation of its intentions. In such 
circumstances there is nothing to be done but point to the need for amendment of the law, and be 
thankful that such problems have been avoided elsewhere. 

3% It is not a complete objection to an argument, from a legal point of view, that it is in contradic- 
tion with some other argument presented to support the same case. It is for the judge to say which 
argument he accepts. But this approach has great dangers if the case as a whole needs to be 
logically consistent to be plausible, and this must usually be the case with restrictive practices cases. 
So far, I have the impression that the Registrar has become persuaded of this, but that much work 
remains to be done on the industry side. I should also point out that the Water-tube Boilers judgment, 
in particular, goes against my argument. If the Court accepts or overlooks the inconsistencies, the 
strongest argument against them disappears. But I think (and hope) that it will become in- 
creasingly dangerous to rely on this. 
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administration of justice that the whole of the proceedings should consist of 
argument, with the possibility of rebuttal of any expert evidence, before a 
judge. But individual judges, working alone, need not be any more capable 
of weighing the technical considerations involved in argument about restric- 
tive practices than a magistrate would be to decide whether a man should 
hang. Our own attempt to solve this problem has been to require the 
judges to sit with lay assessors. I am not clear how far this can provide an 
adequate substitute for specific advice, and would very much like to hear 
discussion of this problem, and of the possibilities of further experimentation 
with a “ judge’s economist ”’ following upon the one use of this device in the 
United States. 
J. WiseMan 


London School of Economics. 





II 
THE LAWYER’S POINT OF VIEW 


E1cut cases have so far been heard by the Restrictive Practices Court 
in England and Scotland.! In seven of the eight the Court has declared the 
restrictions in question to be against the public interest.? As a result of these 
seven cases, and in particular of the judgment of Devlin, J., in the Yam 
Spinners’ Case, many agreements which might otherwise have been defended 
have now been given up. These facts have suggested to some the possibility 
that the Court’s approach to the Act has been too narrow. It cannot have 
been intended by Parliament, so the argument runs, that so few restrictive 
agreements should be saved. Therefore there must have been a fault in the 
way the Act has been interpreted. I shall attempt to deal with this argu- 
ment in the first part of this paper. I hope to show that so far from taking 
a narrow view of its task the Court has on several occasions taken an unusually 
broad view both in interpreting the Act and in its attitude to the evidence 
of expert witnesses. In the second part of the paper I shall mention some 
practical consequences from a lawyer’s point of view of the way in which the 
Act is working. This will, I hope, provide a link between the other two 
papers in the symposium. 

Construction of the Act. The most persistent criticism that has been 
made of the Court, particularly by certain sectors of industry, is that it has 
adopted a narrow or “ legalistic” approach to the problem of interpreting 
or construing the Act. I do not know what lies behind this criticism. It 
is partly, I suspect, the feeling that Parliament could not possibly have 
intended to produce the present result. Perhaps it is also the idea that 
“ strict ” rules of construction are out of place in considering a statute which 
involves, as the present Act does, an altogether new venture into the realm 
of economic affairs and a new curtailment on freedom of contract. But the 
problem of construction does not vary with the statute construed. In all 
cases the only purpose of construction is to ascertain what Parliament 


1 Chemists’ Federation Agreement, (1958) L.R. 1 R.P. 75. 
Yarn Spinners’ Agreement, (1959) L.R. 1 R.P. 118. 
Blanket Manufacturers’ Agreement, (1959) L.R. 1 R.P. 208. 
Water-tube Boilermakers’ Agreement, (1959) L.R. 1 R.P. 285. 
Wholesale and Retail Bakers of Scotland Association’ s Agreement IRP 
Scottish Association of Master Bakers’ Agreement apy A emibeentaicer 
Federation of Wholesale and Multiple Bakers (Great Britain and Northern Ireland) Agreement, (1959) 
L.R. 1 R.P. 387. 
Federation of British Carpet Manufacturers’ Agreement, (1959) L.R. 1 R.P, 472, 
Phenol Producers’ Agreement, (1960) 1 W.L.R. 464. 
® All except Water-tube Boilermakers’ Agreement, 
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intends. The method of construing a statute may be open to question. 
But the purpose of construing it is beyond doubt. 

The method of construction adopted by Courts to-day is the result of 
many centuries of experiment. The rule is that the intention of Parliament 
is to be collected—and collected only—from the words that have actually 
been used. This rule sometimes has disadvantages, but it has been found 
to work better than that the Courts should “ embark on a voyage of dis- 
covery ” by guessing at what was intended for themselves or by relying on 
the opinion of others. Thus the opinion of experts as to the meaning of 
ordinary words in an Act of Parliament has always been excluded. Indeed, 
the rule that the Courts will not look beyond the language of the statute 
where the language is clear has now become so firmly implanted that in one 
case Lord Halsbury refused to give judgment in the House of Lords on a 
question involving the construction of a statute on the ground that he had 
taken a hand in drafting it. 


“*T have more than once had occasion to say that in construing a 
statute, I believe the worst person to construe it is the person who is 
responsible for its drafting. He is very much disposed to confuse what 
he intended to do with the effect of the language which in fact has been 
employed.” ® 


If therefore when the Court is criticised for taking a narrow or 
** legalistic ” view of the Act all that is meant is that it has looked to the 


words of the Act for the purpose of ascertaining Parliament’s intention, then 
the criticism is justified. Indeed, the Court stands self-confessed. In the 
first case to come before the Court, Devlin, J., said: 


** But since this is the first judgment delivered under the Act, it is as 
well that we should make it clear that we are not in our view in any 
way required to answer the question [whether it is contrary to the 
public interest that sales of medicines should be effected only through 
chemists] as a matter of policy. We are not to consider whether com- 
petition in the sale of medicines is desirable or undesirable, whether 
drug stores are a suitable outlet for them or whether chemists should 
have a monopoly, or whether the Chemists’ Federation is a good or a 
bad thing. Such questions of general policy are settled by the Act. 
. . « Our task is the ordinary task of a Court of law to take the words of the Act 
according to their proper construction and see if upon the facts proved the case falls 
within them.” 4 


1 “As is stated in the first sentence of Maxwell on the Interpretation of Statutes . . . the funda- 
mental rule of interpretation to which all others are subordinate, is that the statute is to be expounded 
‘according to the intent of them that made it.’”” Prince Ernest of Hanover v. Att-Gen., [1956] 
Ch 188 per Evershed, M. R., at p. 201. Affirmed, [1957] A.C. 436. 

* As in Inland Revenue Comrs v. Hinchy, H. L., [1960] 2 W.L.R. 448. 

* Hilder v. Dexter, [1902] A.C. 474 at p. 477. 

* Chemists’ Federation Agreement, (1958) L.R. 1 R.P. 75 at p. 103. 
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If, on the other hand, the point of the criticism is not that the Court 
has been over-concerned with the language of the Act, but that it has taken 
an unreasonably narrow view in applying that language to the facts of par- 
ticular cases, then I think that the criticism is not justified. Nearly all the 
decided cases show the Court’s preference for taking a broad view of the Act 
wherever possible. A single illustration may be given. It comes from the 
all important Section 21 (1) (4): 

“. . . arestriction accepted in pursuance of any [registered] agreement 
shall be deemed to be contrary to the public interest unless the Court 
is satisfied . . . 

*“* (b) that the removal of the restriction would deny to the public 
. . . other specific and substantial benefits or advantages enjoyed or 
likely to be enjoyed by them . . .” 


The sub-section is all important because it provides the only “ gateway ” 
that has been relied on in each of the cases so far decided. It is the gateway 
that has been used to let in all the traditional arguments for and against 
competition. In the Yarn Spinners’ Case, Mr. A, A. Mocatta, Q.C., for the 
Registrar approached the subsection in a way which would have made all 
such traditional arguments irrelevant. He said that the word “ specific ” in 
the phrase “ specific and substantial benefit ” meant specific as opposed to 
generic, i.¢., that the benefit in question must be peculiar to the particular 
industry and not common to restrictive agreements in general. His argu- 
ment is reported as follows: 


“* Parliament has condemned the whole genus of minimum price 
schemes, and therefore a benefit or advantage which is inherent in any 
minimum price scheme is not ‘ specific’ within the meaning of the 
paragraph. The association must show some benefit or advantage 
which is peculiar to this particular scheme.” * 


Pearson, J., interposed: 

“One meaning of ‘ specific’ given in the Shorter Oxford English 
Dictionary is ‘ of qualities properties effects etc. specially or peculiarly 
pertaining to a certain thing or class of things and constituting one of 
the characteristic features of this.’ ” 


Mr. Mocatta promptly adopted this definition, saying that it crystallised the 
submission of the Registrar. The argument is undoubtedly attractive. A 
similar argument was advanced in the Carpet Manufacturers’ Case.? But in 
both cases it was rejected. The Court preferred to decide on the broad 
ground that price stabilisation (as an alternative to free competition) was 
not a benefit at all. Thus the question whether if it had been a benefit it 
would have been a specific benefit did not arise. The Court reached this 
conclusion in both cases on a consideration of the Act as a whole and in 


1 L.R. 1 R.P. 118 at p. 155. * LR. 1 R.P. 472 at p. 512. 
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particular on a consideration of the “ built-in” presumption against re- 
strictive agreements in general. It affords a good example of what in a later 
case is called the Court’s “ realistic approach ” to the construction of Section 
21 (1) (6). It is also an indication of the true reason why, if it be the fact, 
the Act is not working as intended. That restrictive agreements have proved 
hard to justify is clear enough. But if this is contrary to Parliament’s inten- 
tion, then the fault is not due to any narrowness in the Court’s approach to 
the Act, but to the narrowness of the Act itself. 

The Role of the Expert Witness. In fulfilling its first function of saying 
what the Act means the Court proceeds without the help of experts. Its 
second function is that of applying the Act to the facts of a particular case 
and deciding whether on the facts proved the case falls within the Act. 
Here the evidence of experts is essential, and in particular the evidence of 
those who are fully acquainted with the industry in question. Those 
economists who have already appeared as expert witnesses may have been 
puzzled by the Court’s attitude to their evidence. It may have seemed to 
them that they were never asked or had a chance to answer what they re- 
garded as the crucial questions, It may have appeared that, once again, 
the Court was taking a restricted view of its task and was refusing the help 
of trained economists at the very point where it was most needed. Again, 
however, the fact is that the Court’s attitude to expert witnesses in the eight 
cases so far decided has been much the same as it is in any other cases in- 
volving expert evidence; and again if there has been any difference it has 
been in the direction of giving the witnesses greater, and not less, latitude. 

For present purposes the two fundamental rules of evidence may be 
stated as follows: (i) evidence must be confined to answering questions of 
fact; and (ii) as an exception expressions of opinion may be admissible, but 
only where necessary to provide the Court with the criteria on which to 
arrive at a decision of fact. Where the Court is already possessed of the 
necessary criteria, i.c., where the decision is not one that involves any 
specialised or technical knowledge of art or science, evidence of opinion is 
excluded. So long as economists have confined their evidence to (i), i.¢., 
to answering questions of fact, no difficulty has arisen. The difficulty arises 
under (ii); for expression of opinion is admitted only for a very limited 
purpose, The rule is that experts may, by expressing their opinion, provide 
the Court with the criteria by which to arrive at a decision of fact. The 
corollary to this rule is that they are not allowed to express an opinion on the 
very point in issue. The reason for excluding such evidence was stated in 
one case as follows: “ The parties have invoked the decision of a judicial 
tribunal and not an oracular pronouncement by an expert.” 2 This distinc- 
tion may be illustrated by a typical action for negligence against a doctor. 


1 Federation of Wholesale and Multiple Bakers, (Great Britain and Northern Ireland) Agreement, (1959) 
L.R. 1 R.P. 387 at p. 454. 
® Davie v. Edinburgh Magistrates, [1953] S.C. 34 at p. 40. 
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In such a case other doctors may not be asked whether they think that the 
defendant was negligent. But they can (and must) be asked how they 
would have treated the patient themselves, or what is the common practice. 

In the illustration given the distinction is narrow. Indeed, it may 
often amount to no more than a question of words. But under the Act the 
distinction is important. Thus the economist will not be allowed to say 
whether he regards the consequence of a restriction as beneficial to the public, 
because that is the very point which the Court has to decide under Section 
21 (1) (6). All the economist may do is to describe the consequence, and 
leave the Court to decide whether it is beneficial. Similarly, he cannot give 
his opinion as to whether terms are fair within Section 21 (i) (d) or unemploy- 
ment likely to be serious within Section 21 (1) (e)? and soon. Above all, 
he will not be allowed to express his opinion as to the crucial balancing 
operation at the end of Section 21 (1). 

The Court as arbiter in economic affairs. At this point the economist may 
well retort: It may be that the rules of evidence exclude economists’ express- 
ing their opinion on these matters, but in the absence of such opinion, how 
is the Court equipped to decide for itself? In what way are judges qualified 
to balance such diverse considerations as serious and persistent unemploy- 
ment, on the one hand, against a waste of national resources in the form of 
excess capacity, on the other, as it did in the Yarn Spinners’ Case? Or how 
can they balance a reduction in the earnings of the export business of an 
industry, on the one hand, against higher prices in the home market, on the 
other, as it did in the Water-tube Boilermakers’ Case? Are these not policy 
decisions of the very kind eschewed by Devlin, J., in the Chemists’ Case? 

It may be that they are; but it does not seem to me to follow that 
for that reason they are decisions which the Court is incompetent to take. 
In the first place the Court is not composed solely of lawyers, but sits with 
a majority of lay members “ qualified by virtue of their knowledge of or 
experience in industry commerce or public affairs.” * A precedent for a 
mixed Court of this kind is to be found in the Probate, Divorce and Admiralty 
Division of the High Court, where an Admiralty judge may sit with Elder 
Brethren of Trinity House to adjudicate on such questions as improper 
navigation. 

Secondly, and more important, the ordinary Courts are in fact 
performing “‘ balancing operations ” of the kind in question, though in other 
spheres, every day. Take the case of an action for negligence against a 
motorist. If the defendant is held liable it is because he has fallen short of 
the required standard of care. But there is no ready-made standard against 


1 He can, of course, give evidence as to the likely extent of unemployment. 

* “It is not for this tribunal, nor for any tribunal, to adjudicate as between conflicting theories 
of political economy. Strong views may be entertained on the one side or the other. . .” 
Crown Milling Co. v. The King, [1927] A.C. 394 at p. 402. 

* Section 4 (1). 

No. 279.—VOL. LXx. 
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which his conduct can be measured. Not even common practice can pro- 
vide such a standard, though it may be a useful guide. Ultimately the 
Courts must achieve a standard by a balancing operation—by balancing the 
risks which motorists create against the cost of avoiding those risks, An 
example will illustrate this. If all motorists were required to drive at no 
more than 10 or 20 m.p.h. there would be fewer accidents to pedestrians. 
But the cost in terms of public convenience would be high. The task of 
balancing public convenience against the interests of individual pedestrians 
is not regarded as being beyond the competence of the Courts. I am by no 
means convinced that the Court is doing anything essentially different when 
it balances the interests of the country as a whole against those who are likely 
to become unemployed in Lancashire. 

Another example can be taken from the law of restraint of trade. 
The analogy is even closer here, because this time it calls for an economic 
balancing operation. For many centuries the Courts have been balancing 
the interest of the purchaser of the goodwill of a business in preserving the 
value of what he has bought against the country’s interest in allowing the 
vendor freedom to trade. Similarly, they have balanced the interest of an 
employer in protecting his trade secrets and his trade connections against 
that of a servant who leaves his employment. These tasks have been per- 
formed by the Courts without even the help of lay assessors. They show, 
I think, that the Court is not so ill equipped to make policy decisions as is 
sometimes supposed; and that they are not automatically disqualified by the 
fact that these decisions may involve questions of economic policy. 

The legal consequences. I now turn to consider some of the con- 
sequences of the way the Act is working from a lawyer’s point of view. The 
most easily foreseen consequence of so few agreements being defensible under 
Section 21 of the Act was that it would produce a rash of mergers. In this 
respect the Act is like the marriage service. While discouraging the unlawful 
affections of business-men it gives its blessing to what are called “ inter- 
connected bodies corporate.” A less foreseeable consequence was the shift 
of emphasis from Section 21 of the Act to Section 6. Section 6 is the section 
that defines a registrable agreement. If registered agreements can only 
rarely be defended with success, then the cry is for agreements that need not 
be registered. Many ingenious schemes have been devised for avoiding the 
effect of Section 6. By far the commonest are the “‘ open-price ” agreements 
to be considered in the next paper. It has not yet been decided whether, 
in general, such open-price agreements fall within the Act. If, for instance, 
it should be held that an obligation to notify prices or changes in prices to a 
central agency imposes a restriction “in respect of . . . the prices to be 
charged,” then all such agreements would appear to be registrable. Other- 
wise it will depend upon the drafting of the particular scheme and on the 
way it works in practice. 

The lawyer is well aware of this shift of emphasis from attempting 
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to defend registrable agreements to attempting to draft unregistrable agree- 
ments in their place. So no doubt is the Registrar. It is possible, though 
unlikely, that the Registrar’s successes in the Court will incline him to be 
lenient in calling for the registration of border-line agreements. It is only 
on this aspect of the Act that the Registrar is left, in effect, with any discre- 
tion. Meanwhile agreements no doubt exist which are by no means on the 
border line but fall clearly within the Act. It seems to me that the shift of 
emphasis which I have mentioned now makes it necessary to have a more 
effective penalty for failing to register such agreements. At present the only 
penalty is that the parties to the agreement may if discovered be forbidden to 
defend it for a period of two years, and to enforce it in the meantime.’ But 
it will be seen that this is no real penalty where the agreement is one that is 
known to be indefensible in any case. The position has been compared to 
that of a child who refuses to come in from the garden at bedtime. It is no 
good threatening the child that if he does not come in at once he will have 
to go to bed. 
AnTHony LiLoyp 
3 Essex Court, 
Temple. 


! Section 18 (2) and Section 20 (2) (6). 
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SOME ECONOMIC CONSEQUENCES 


Attuoucu I am still in the process of investigating the economic con- 
sequences of the abandonment of some restrictive agreements that were 
registered under the 1956 Act, it is already clear that by far the most significant 
change has been the substitution—so far to only a limited extent—of non- 
registrable agreements to exchange information, principally about prices. 
This paper will examine the nature and some implications of these ‘‘ open 
price ” agreements. 


Tue Nature or “ Open Price” AGREEMENTS 


The general form is that members notify a central agency of their prices 
and perhaps other information for circulation to competitors. In Britain 
usually the trade association is told of the actual prices charged, as well as 
discounts, rebates and the terms and conditions of sale; frequently firms 
give the agency their price lists for distribution, and subsequently specify the 
details of all sales at prices or conditions other than those listed. These price 
lists and detailed departures from them will then be circulated to members 
only. The names of sellers as well as their prices are usually divulged 
together with, in the case of special prices or conditions, the names of 
customers. Generally members may check with the central agency about 
the latest prices charged or being quoted to particular customers, and in 
some cases the agency ascertains competitors’ prices or terms and conditions 
when requested by a member. For a few commodities there is open price 
leadership in which one firm—not always the dominant one—either pub- 
lishes its prices in daily or less frequent commercial reports, or makes it 
known that anyone can ascertain its prices on inquiry; this may or may not 
be associated with an agreement to éxchange information between members. 
Where orders are placed by contract all firms that tendered may notify the 
central agency of the prices they submitted after the contract has been placed, 
and these prices are distributed with or without identification of origin to 
members.!_ A small number of trades circulate average prices over a period, 
usually every month, but in one case every week, and some circulate 


1 In some cases no prices are exchanged. For example, in one trade a firm notifies the central 
agency of an inquiry, and learns from it the names only of all competitors who have also received 
inquiries; likewise its name is given to the other interested firms. 
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turnover or costs.!_ In one case market information is also summarised 
weekly.? 

Not one of these agreements to exchange information in itself involves a 
registrable restriction; there is no required or recommended action to be 
taken on receipt of the information. Consequently they do not come under 
the 1956 Act (for technical reasons * a dozen or so are on the register, but 
they will not appear before the Court). Since the beginning of 1959 at 
least 150 have come into operation or are being formed; a large number are 
in the electrical and metals-processing trades. 

Open price agreements are a recent development in Britain, but ex- 
perience with them is not lacking elsewhere: they have been familiar in the 
United States since 1911.4 They began in response to the Sherman Anti- 
Trust Act of 1890; and by 1921 their number was estimated at 150.° 
Adverse court decisions then reduced their importance, but later their 
number increased under the relaxation of the anti-trust laws permitted by 
the National Recovery Act of 1933.6 To guide their staff in authorising 
codes in individual trades the National Recovery Administration in 1934 
constructed a “ model”? open price agreement that was based on the 


1 For example, in one trade price lists and departures from them are notified to all members 
(with customers’ names who receive special prices); turnover (in tons for each grade) is notified 
to the Federation each quarter, and the total turnover indicating only the number of firms is then 
distributed to members; also, standardised processing costs are collected annually, and the 
weighted average figure is then distributed indicating only the number of reporting firms. In 
another trade the arrangements are identical except that the actual turnover and cost data are 
circulated, members’ identities being concealed (not very effectively) by code numbers. 

* The information consists of: 


Number of manufacturers who made particular remark. 


* When an agreement has been varied such that if it had been in its varied form originally it 
would not have been registrable, subsequent changes of whatever nature have to be notified to 
the Registrar. A typical variation might read: ‘‘ Cancel: To establish and/or maintain prices, 
charges and also terms and conditions of trading. Substitute: To collect and disseminate statistics 
and other trading information ’’ On the other hand, where an entire agreement is determined a 
subsequent new arrangement to exchange information does not have to be notified to the Registrar 
(although he may be consulted). 

* The system was invented by A. J. Eddy, a Chicago lawyer. See his The New Competition 
(Appleton, 1912). Judicial experience with open price agreements in the United States, seen in 
the light of the British 1956 Act, is well summarised by R. O. Wilberforce, Q.C., A. Campbell 
and N. P. M. Elles, The Law of Restrictive Trade Practices and Monopolies (Sweet and Maxwell, 1957), 
§ 607-11. 

* Federal Trade Commission estimate quoted in L. S. Lyon and V. Abramson, The Economics 
of Open Price Systems (1936), p. 16. Another estimate placed the number at 450 in that year. 
M. N, Nelson, Open Price Associations (1923), p. 11. 

* It is reported that the National Recovery Administration, which lasted until April 1936, 
authorised 422 open price agreements, and 29 bid-filling systems. L.S. Lyon and V. Abramson, 
op. cit., p. 23. 

7 N.R.A., Office Memorandum 228, June 7th, 1934. Quoted in L. S. Lyon and others, The 
National Recovery Administration (1935), p. 677. 
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principles of an organised commodity exchange and on the ideal of perfect 
competition, about which more will be said later; subsequently many were 
found to have involved price restrictions and were forbidden. Nowadays 
open price agreements that require a “ waiting period” between the 
announcement and the implementation of a price change are likely to be 
regarded as unlawful, and agreements that do not make the information 
equally available to all sellers and buyers arouse grave suspicion. Such 
attitudes clearly reflect the earlier ‘‘ model ” code. 

Since it is too soon to be reporting on their manner of operation in 
Britain, even if it were possible to find out, it may be more useful to discuss 
what information about competitors it would be most desirable in the light 
of broad welfare objectives for firms to possess, and in what form it should 
be presented. With some notion of the ideal, the issues for public policy 
may become clearer. This paper will suggest rather than examine rigor- 
ously some implications of the exchange of price information only; and 
will be concerned with micro-economic theory of the firm considerations 
rather than the macro-economic effects of open price agreements. Since 
generalisation in this field is extraordinarily difficult, the analysis will relate 
primarily to agreements among the suppliers of industrial materials in 
which the majority of price restrictions that have already been abandoned 
is to be found.' This implies that buyers are well informed technically, and 
that the goods are fairly homogeneous. 

Until recently, discussion of the role of information in economic theory 
has been neglected. Tosummarise the present position: perfect competition 
and its information requirements * cannot be regarded as relevant guides to 
public policy; and those who have substituted criteria of “‘ workable competi- 
tion ” as broad objectives have neglected to examine the role of information.* 
Several critics now hold that something less than the information require- 
ments implied by free competition may be desirable; just how much less is a 
crucial issue. The most developed analyses are given by M. Shubik,5 who 
relates information to oligopolistic competition and the theory of games, and 
by G. B. Richardson, in his forthcoming book. However, neither writer 

1} See the author’s “‘ Freer Prices—What Progress?’’ The Banker, February 1960, p. 111. 

* As in Frank Knight, Risk, Uncertainty and Profit, 2nd ed., p. 78. “‘. . . perfect, continuous, 
costless interce ication between all individual members of the society.” 

* Out of eighteen versions of “‘ workable competition” S. H. Sosnik finds only four that even 
mention information, and in these there is little analysis. ‘A Critique of Concepts of Workable 
Competition,” Quarterly Journal of Economics, August 1958. 

* For example, G. B. Richardson, “‘ Equilibrium, Expectations and Information,” Economic 
Journat, June 1959; ‘‘ Demand and Supply Reconsidered,” Oxford Economic Papers, June 1956; 
M. Shubik, Strategy and Market Structure (John Wiley and Son, 1959), Chapter 8; Almarin Phillips 

“A Critique of United States Experience with Price-fixing Agreements and the per se Rule,”’ Journal 
of Industrial Economics, October 1959. 

® Op. cit., Part II. 

* Information and Investment (Oxford University Press). Unfortunately this work came to my 
notice too late to take account of its more general implications in this paper. I have, however, 
benefited from discussion with its author. 
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discusses the effects of an exchange of price information as described above. 
Assuming the absence of agreement initially, what are the likely con- 
sequences ? 


Tue Extension oF OLIGOPOLIsTIC COMPETITION 


The most important effect of the complete exchange of price information 
by sellers is that, by providing firms with information about which they would 
otherwise have been in doubt, the area of oligopolistic behaviour is extended ; 
and in so far as this form of behaviour would have been present in any case, 
more exact information makes the “ game” more perfect. At the extreme, 
if a firm believes that its rivals are unaware of its prices, then it will be less 
likely to consider their reactions to its pricing decisions than if it knows they 
are fully informed; lack of concern is reinforced if the firm is also ignorant 
of its rivals’ prices. In practice, however, most firms issue price lists that 
rivals could probably acquire,' and for convenience make most sales at 
list prices. But a proportion of the number of sales will generally be made 
at special prices * that may account for a substantial part of the turnover; 
rivals are likely to be ignorant of the details of these sales, particularly 
if a buyer considers that the special price has given him a relative advan- 
tage over his rivals. Moreover, a firm in an industry with a large number 
of other firms may behave oligopolistically towards a few of its close rivals, 
and partially or completely ignore the remainder. By providing all firms 
with price information about which they would otherwise have been in 
doubt, some firms will be brought for the first time within the sphere of 
interest of others, and the effective number of rivals will be increased. A price 
change by one firm will now be noticed more widely and the information 
will be complete instead of partial; some sellers that were previously un- 
concerned may now react to changes in a particular firm’s prices. Atomistic 
competition or an overlapping of oligopolies present in some situations will 
therefore become more uniformly oligopolistically competitive. 

The full implications cannot be discussed here, but it is relevant to what 
follows to mention two aspects of oligopolistic behaviour: the circumstances 
under which prices may change; and the spread of prices for technically 
equivalent commodities. Recent developments in the theory of oligopoly, 
which stress the perusal of price stabilisation strategies, and empirical 
evidence both point to the tendency for rivals’ prices to move together once 
prices move beyond a zone of stability (within which price changes would 
not invite retaliation), and in general following widely recognised changes 
in factor prices * modified by market forces. The degree of implicit regula- 

1 Except of course in the important case where the products are ‘‘ custom built.” 

* The “ price” must be taken to include rebates, discounts and all types of concealed pricing, 
such as credit facilities, trade-in-prices and delivery terms. 

* See, for example, J. M. Blair ‘Administered Prices: a Phenomenon in Search of a Theory,” 
American Economic Review, May 1959. 
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tion may depend partly on the strength of group loyalty, which is determined 
both by historical events and by the current economic environment.! Prices 
may not, of course, be stable, but there will be a tendency for them to be more 
stable than in the absence of open price agreement. And they are more 
likely to move together. 

It would seem that the spread of prices is likely to be smaller for equi- 
valent grades? than if less complete information were available. The 
greater the degree of ignorance, the more a firm has to rely on its own costs 
and appraisal of the market, which are unlikely to coincide with those of 
other firms. If firms want to charge prices close to their rivals’, full price 
information will enable them to do so. A firm would not charge much 
above its rivals for fear of losing business—particularly if buyers are also 
informed. Apart from the usual restraint to cutting below competitors’ 
prices—that they would follow—an open price agreement facilitates coercion, 
which may inhibit the low-cost firm charging lower prices. Thus a firm may 
be unwilling to act in a manner that it believes others would regard as un- 
popular if it fears that it would lose more through retaliation than it would 
gain by making the move; and there may be other social and political 
restraints on its willingness to reduce prices. Whi‘e many open price agree- 
ments have the not unreasonable aim of preventing price cutting*® in a 
recession, they may have the incidental effect of restraining the low-cost firm 
at other times. It is not being argued, however, that prices will be level 
under an open price system—a spread of prices may occur where, for 


example, purchasers disagree in the evaluation of quality, where the bargain- 
ing power of purchasers differs widely or in a sellers’ market—but simply that 
the spread of prices will be much narrower where full price information exists 
than where it is absent. 


Decision TAKING 


By providing firms with accurate data about competitors’ prices, the 
outcome of supply decisions may approximate more closely to expectations 
than with less complete information. But it does not follow that the decisions 
themselves will be the most socially desirable. 

The effects may be more significant in relation to short-period production 
planning than to long-period investment. To know competitors’ prices is 


1 Of course, the strength of group loyalty may be so low that an open price agreement is un- 
workable. The author has found some trades in which mutual distrust had followed the abandon- 
ment of the registered restrictions, and by the time the association had become aware of the possi- 
bility of establishing open-price agreements it was too late. 

* Indeed, an open price system may narrow tke range of prices further than is warranted by 
the real differences in quality. 

* For example, a resolution establishing an open price system reads: ‘‘All members present 
confirmed their support of the avoidance of price cutting: the proposed scheme was the best means 
of minimising this danger.” Many firms and trade associations told the author that their aim was 
to keep prices up, “‘ if prices begin to fall there is no telling where they would stop.”” Their hopes 
may be frustrated, but their intention is clear. 
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of limited assistance in making production or investment decisions unless a 
firm also knows a great deal more; for example, its rivals’ costs and market 
shares.' If, however, a firm can be confident that the spread of future 
prices will be narrow and that in general all prices will move together, then 
one element of uncertainty is reduced, and the predictability of future 
receipts is increased. With some idea of future overall demand, expectations 
that market shares will be maintained in the short run are more likely to be 
realised in the presence than in the absence of an open price agreement.? If 
short-period expectations are continually fulfilled they may become the basis 
of long-term planning; the accuracy of investment decisions may be im- 
proved, and the level of investment may be different. But business-men’s 
expectations are more likely to be frustrated in the long run because a reduc- 
tion in price competition may affect competition in other directions, such as 
advertising, quality and technical change. 

Business-men emphasise frequently the stabilising influence of open price 
systems and the reduction of uncertainty. They say that the market will 
not be disturbed unnecessarily by the perverse behaviour of competitors, in 
particular as a result of their inadequate costing or uncertainty about rivals’ 
prices. The motivation may simply be dislike of the individualist who 
disturbs a stationary state; there is, however, much in the view than an 
occasional disturbance is desirable per se. But providing information may 
certainly enable firms to plan a more effective overall profit maximisation 
strategy, and may reduce misdirected competitive effort. Many business- 
men selling by competitive tender say that access to ex post information about 
rivals’ tenders gives them greater confidence in making future assessment of 
the market, and assists supply decision taking. Indeed, without some ex- 
change of price information competition may be entirely haphazard between 
firms with high overheads selling non-standardised products by competitive 
tender. It is also alleged that open price plans promote fair competition ; 
for example, by minimising the likelihood of “‘ phantom competition ” * in 
which a buyer tries to persuade the seller to reduce his price by reporting 
untruthfully about offers from competitors. 


1 In many trades turnover data as well as price information are exchanged. It may or may 
not facilitate investment decision taking if complete knowledge was available of all other investment 
decisions, as published for the steel industry in the Iron and Steel Board’s Annual Reports. 

* See also G. B. Richardson, 1956, pp. 119-22. The increase in confidence is also likely to be 
greater where the “ degree of attachment ” of buyers to particular sellers is low than where it is 
high. Jbid., p. 120. 

Even if market shares are maintained, different estimates of overall demand may lead to 
frustration of plans. 

® See A. R. Burns, The Decline of Competition (McGraw-Hill, 1936), p. 60, and the Monopolies 
Commission Report of the Supply and Exports of Electrical and Allied Machinery and Plant, February 1957, 
para. 684. The resolution establishing one British open price agreement reads: “‘ To the intent 
that Members shall not be misrepresented or misled by unscrupulous purchasers, all Members shali 
send to the Secretaries their Current Price Lists, Terms and Conditions of Sale for the Scheduled 
Goods, together with the name of persons to whom such Terms and Conditions apply, and shall 
notify the Secretaries within two days of any changes therein.” 
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However, it does not follow that, because supply decisions taken on the 
basis of more complete information than would otherwise be available may 
approximate more closely to expectations, the decisions themselves would 
necessarily be promoting the social interest: the act of providing information 
has changed the competitive mechanism itself. But it does not seem im- 
plausible that the reduction of waste involved in more informed decision 
taking would outweigh any welfare detriments that may (or may not) arise 
owing to changes in the direction of the decisions taken which result from the 
extension of oligopolistic competition—providing restraints on the freedom of 
individual action are absent. However, it is clear that, as the following 
discussion shows, this condition may not be satisfied. 


COERCION AND COLLUSION 


The essence of the open price system, as operated in Britain at any rate, 
is the absence of formal restriction. ‘The firm that wishes to sell at a price 
below the general level can do so. However, coercion against decisions that 
are unpopular in the trade is made easier where firms have full knowledge 
of their competitors’ prices.1_ The under-cutters’ prices can be met more 
readily and with more certain effect: discrimination against him is facilitated. 
Some firms may try to have the best of both worlds and notify incorrect 
information to the central agency: for various reasons, however, this may 
not happen.? A firm may cheat or defy its rivals if it could thereby gain a 
greater profit than it would lose by reprisals. In general, it will be easier 
to carry out reprisals against a firm with high fixed costs than where little 
capital is involved and exit is painless, but it will be more difficult to coerce 
the dominant firm. And the time horizon envisaged may also determine 
the likelihood of independent action. Now it might be held that this is no 
serious disadvantage to an open price plan, since a firm could soon be 
apprehended in any case; there may, however, be a time lag, and the more 
complex the price, the longer will discovery be postponed: there is no point 

1 Much criticism of American “ open price”’ systems concerns the “ waiting period ”’ (see 
above, p. 476). This interval, usually ten days under the N.R.A., is regarded as a period of per- 
suasion, but also as a safeguard against “‘ predatory price cutting ”’ by a would-be-monopolist. The 
N.R.A. recommended a compromise, that after a price change “‘ such member shall not file a higher 
price within 48 hours” (Office Memorandum 228). The European Coal and Steel Community, 
which operates a special form of open price agreement, has a five-day waiting period to prevent 
temporary price cutting ‘‘ the purpose of which is to acquire a monopoly.”” W. Diebold, The 
Schuman Plan 1950-1959 (Council on Foreign Relations, 1959), p. 238. Such a restriction would 
presumably be registrable in Britain. 

* In one trade in Britain the resolution establishing an open price plan (previously there had been 
a collective resale price maintenance agreement) reads: ‘‘ the main advantages of the scheme were 
that it would enable members to continue to compete with each other on equal terms, and that a 
deterrent in cases where the Council had reasonable grounds for believing the scheme is not being observed would be 
available’’ (my italics). In another trade the Secretary of the Association pointed out that since 
the dissemination of information was at his discretion, there was an obvious deterrent to firms that 
cheated. There seems to be a case that open price agreements should be operated by a “‘ con- 
fidential disinterested agent.” 

* A more elaborate analysis is given in M. Shubik, op. cit., Chapter 11. 
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in making coercion easier. So far the author has discovered no trace of 
actual coercion; but the potential is there, and this alone may be a sufficient 
inducement to conformity. 

Although there is much controversy about the economic consequences of 
open price agreements in the United States,* all observers agree that collu- 
sion becomes easier where price or other information is exchanged. Corwin 
Edwards,* in particular, has shown how such information may become 
“ signals for concerted action ” and how in practice open price systems have 
frequently been used restrictively; and Arthur Burns ‘* has described how 
agreements to exchange costs can become implicit agreements about prices.® 
The effectiveness of these collusive arrangements may be diminished if 
sellers’ price information were made available not only to the contributing 
members but also to would-be new competitors. 

The ease with which a collusive arrangement can result from freely ex- 
changed information is disturbing. It seems likely that in Britain such 
collusion would become subject to the 1956 Act; exactly at what stage it 
becomes registrable is a crucial and difficult question. And the problems 
of detection and control will be formidable.* Most firms and trade associa- 
tions concerned with open price systems at present feel the closeness of the 
Registrar and the Restrictive Practices Court ’—particularly trades that 
have been subject to a Court Order. (The threat of penalty for non- 
registration seems a less powerful deterrent than the possibility of being 
found in “ contempt of Court.”’) But later, perhaps in a recession, and 
depending on official attitudes meanwhile, collusion may occur. 


DiscRIMINATION 


So far it has been assumed that sellers but not buyers are parties to open 
price systems, as usual in Britain. The N.R.A. “ model” code provided 


1 “The power to coerce is even more significant that acts of coercion,” as Corwin D. Edwards 
has pointed out, Maintaining Competition (McGraw Hill, 1949), p. 128. 

* See especially L. S. Lyon and V. Abramsom, op. cit., Chapters 6, 7 and 8. Many of the 
opinions expressed may be misleading if applied to the British economy to-day. Most of the 
United States literature of the late 1930s related to the effects of open price systems (a) in a de- 
pression, (b) seen as a relaxation from the less permissive anti-trust laws; the opposites are true in 
Britain. 

* Corwin D. Edwards, op. cit., pp. 25-31. * A. R. Burns, op. cit., pp. 47-55. 

5 This likelihood may be diminished if the exchange is confined to the costs of particular 
processes rather than to total production. Also, “‘ inter-firm comparison’ may be a safe and 
useful way of exchanging cost and financial data. 

* Section 6 of the 1956 Act requires registration of an agreement or arrangement between two 
or more parties “‘ under which restrictions (of certain specified types) are accepted . . . whether 
or not it is or is intended to be enforceable.” Presumably there would be no registrable restriction 
if individually each firm thought it wise policy to charge the same prices as its rivals, which an 
open price agreement would facilitate; but it would be registrable if this was agreed over the 
telephone. 

1 The initiator of many open price agreements told the author that they had been drafted with 
an eye to their subsequent public investigation. It was, however, clear that not everyone had had 
this foresight (see footnote 2, p. 480). 
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that those who were prepared to pay the expenses involved should also be 
given complete price information, and the E.C.S.C. rules make it clear that 
prices should be published in order to prevent “ discriminatory practices 
involving within the common market the application by a seller of unequal 
conditions to comparable buyers.” } 

Although the likelihood of gross discrimination would be reduced by 
informing sellers alone, if buyers are also informed their power is increased 
relative to sellers, and the likelihood is further reduced. Pressure for special 
prices to become generalised would be less where buyers are ignorant than 
where they are aware of all downward departures from price lists; firms that 
would be willing to give the occasional special price reduction may be in- 
hibited from doing so if they envisaged strong pressure for that reduction to 
become general, and competition would be correspondingly reduced. In 
the latest American phraseology, the absence of discrimination is said to lead 
to “soft”? rather than to “ hard” competition.2?, One cannot, however, 
conclude that the shift in the distribution of income caused by the redistribu- 
tion of economic power in favour of buyers is necessarily better from the 
welfare point of view. 

On the other hand, to inform buyers increases the power of the price 
cutter, since potentially he could win more trade than if buyers were less 
informed; but because his rivals know this, price reductions are more likely 
to be met by them. The “ threshold” before a price reduction is made 
may therefore rise, and the likelihood of stable and level pricing is increased. 


On balance one would probably say that the advantages from informing 
non-members—easier entry for new competitors and the reduction of dis- 
crimination, particularly against small buyers—outweigh the disadvantages, 
in particular the reduction in competition between sellers; but clearly the 
subject needs more extensive analysis. 


Towarps A COMPROMISE 


It may be held that the beneficial effects of open price agreements, 
largely the reduction of ignorance and uncertainty resulting in less wasteful 
decision taking, are so small in relation to the likely detrimental effects on 
competition that open price agreements should be prohibited. There is a 
case, however, for seeing whether an open price agreement can be so arranged 
that the likelihood of undesirable consequences is removed or diminished 
without seriously affecting the beneficial effects. There are at least four 
possible solutions that might be appropriate: to conceal the identity of 
sellers; to promulgate only a range of prices, say high, mean and low; to 


1 E.C.S.C., Treaty, Article 60, 1. 

* This is alleged to be one of the consequences of the Robinson-Patman Act. O. D. K. Norbye 
Mission Report on Restrictive Business Practices in the United States (European Productivity Agency, 
1959), pp. 65-7. 





1960] SOME ECONOMIC CONSEQUENCES 483 


restrict information to the mean price; and to make the information more 
widely available. 

The concealment of identity may be unsuitable with branded goods, 
where quality differences are important or where non-standardised products 
are sold by competitive tender. But where it is suitable the likelihood of 
coercion is diminished. The probability of a spread of prices more nearly 
reflecting costs is slightly increased. The disadvantages may be further 
lessened if information is restricted to the range of prices, high, mean and 
low, as in Platt’s Oilgram, the American daily quotation of petroleum product 
prices. The width of the range would probably vary according to dif- 
ferences in quality, to the dispersion of buyers’ power and to market condi- 
tions, as mentioned above. Such a system should not reduce the advantages 
ofan open price agreement; ignorance and uncertainty are reduced as much— 
or almost as much—as if more complete information were available; the 
problem of “ phantom competition ” is lessened, which it would not be if 
average prices only were circulated. None of these solutions remove the 
possibility of collusion; its effectiveness is, however, reduced if buyers and 
new competitors are also informed. All four proposals reduce the likeli- 
hood of coercion, but more especially where only the range or the average is 
given. To promulgate only average prices may somewhat reduce the bene- 
ficial effects. On the basis of this brief and admittedly very limited analysis, 
the range of high, mean and low prices which would be available to all 
without identification of origin would therefore seem to be a fair compro- 
mise. But it must be stressed that different economic circumstances require 
different solutions; in some trades the concealment of identity may be 
sufficient, in others it might be wise to go further. Moreover, in certain 
cases the supply of other information, for example about costs, investment 
plans and technical change, that sometimes accompany open price plans, 
may be more significant in affecting supply decisions and the likelihood of 
coercion and collusion than an exchange of prices; thus the present analysis 
is necessarily incomplete in this respect also. The discussion has shown at 
least that there are alternative ways of arranging open price agreements that 
may have different consequences. 


Pusuic Po.icy 


The task of detecting and of regulating collusive activities based on an 
exchange of information raises new and difficult issues for public policy. 
Once the burden of cases still to appear before the Court is reduced the 
Registrar would have the opportunity to concentrate on the task of detection. 
But his powers of inquiry are limited. Under Sections 14 and 15 of the 
1956 Act he must “ have reasonable cause to believe” that a particular 
agreement should be registered (would “ conscious parallelism ” be sufficient 


1 See R. Cassady, Price Making and Price Behavior in the Petroleum Industry (Yale, 1954), Chapter 9. 
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evidence?) and the High Court—not the Registrar—may then conduct an 
examination to determine the issue. Thus in effect the High Court may 
become the arbiter of what is an acceptable form of open price agreement. 
A more satisfactory solution might be to require the registration of all trading 
agreements (whether restrictive or not) and to give the Registrar wider 
powers of discretion in passing cases to the Court; but the problem of 
administration would be formidable and perhaps prohibitive. Because of 
the difficulties of detection that would still remain, it would seem sensible to 
minimise the likelihood of undesirable consequences by requiring that open 
price agreements should conform to a set of principles, such as discussed 
above, that would at the same time permit the useful exchange of information 
to continue. Where a registrable agreement nevertheless results the Court 
could deal with it as at present. 

The Monopolies Commission might also conduct investigation, but as 
now constituted to report on a particular agreement the amended require- 
ments of the 1948 Monopolies and Restrictive Practices (Inquiry and 
Control) Act ! would have to be present, and these may be irrelevant to the 
conditions that would have to be examined. On the other hand, the Com- 
mission is still empowered to conduct general inquiries,? and open price 
systems would seem a useful subject. 

J. B. Heatu 
Manchester University. 


1 That at least one-third of the goods are supplied, processed or exported by or to one persca, 
or two or more persons who are inter-connected bodies corporate. 

* Under Section 15 of the 1948 Act; the 1956 Act, in Section 29 (5) extended the scope of 
such general inquiries that would, it seems, permit the Board of Trade to require the Commission 
to report on the general effect on the public interest of open price agreements. 





SOME RECENT CHANGES IN FORWARD EXCHANGE 
PRACTICES 


Tue resumption of free foreign exchange dealings in London and other 
European markets during the fifties has been followed by a highly gratifying 
increase of the active interest of academic economists in some broader as- 
pects of forward exchange. A number of interesting and important articles 
have appeared in recent years in publications of learned societies, Uni- 
versities, official institutions and banks, and between them they have thrown 
much new light on the subject. In particular, the question whether or not 
monetary authorities should engage systematically in forward exchange 
operations for purposes of monetary policy has attracted much detailed 
discussion. Penetrating analyses of the working of Interest Parities, the 
effects of leads and lags, the reciprocal relationship between speculation, 
arbitrage, hedging and commercial covering, etc., have yielded some very 
valuable results. Some useful new terms, such as “ intrinsic ” premium or 
discount, and “ incoming ” or “‘ outgoing” arbitrage, have been added to 
the vocabulary of forward exchange. 

Having thus paid a well-deserved tribute to the post-war generation of 
writers on the subject, I trust I shall not be considered over-critical if I try 
to draw attention to a major defect of the post-war literature. It is based 
to a very large extent on obsolete pre-war information about forward ex- 
change practices and techniques. Yet there have been many changes since 
the war, and some of them are of considerable importance from a theoretical 
as well as a practical point of view. Oversight of the development of these 
new practices, or failure to appreciate their significance, is apt to result in 
conclusions unsuitable for application to the present-day situation or for 
serving as a basis for official policies or tactics. It is therefore essential for 
economists interested in forward exchange to bring themselves up to date 
in respect of the factual material on which they base their arguments. 

The following list of some of the more important post-war changes is 
based on an exhaustive inquiry I made recently in the City and in some 
continental financial centres with the object of ascertaining new develop- 
ments in forward exchange practices since before the war: 


(1) The pre-war rule about a minimum profit margin of 4% for 
interest arbitrage operations no longer exists. 

(2) The relative importance of hedging operations has greatly in- 
creased. 

(3) The relative importance of pure speculation by the public has 
declined. 
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(4) Banks are now more willing to carry open positions overnight 
and even for longer periods. 

(5) The proportion of outright forward operations in the market has 
increased, and the practice of banks to cover forward transactions by 
spot transactions in the first instance is no longer applied quite as 
generally as before the war. 

(6) Buying and selling orders of forward exchange are now 
“‘ married ” by the banks more frequently. 

(7) Average amounts of individual commercial forward transactions 
are now much larger, even in terms of constant prices. 

(8) It is now possible to cover commer¢ial transactions for very long 
periods, in some currencies up to four years. 

(9) There is an increase in the relative volume of turnover in for- 
ward transactions for very short periods. 

(10) The importance of time arbitrage has increased very con- 
siderably. 

(11) It is now possible to deal in the market in contracts with 
optional dates, at any rate for standard dates. 

(12) Profit margins on arbitrage in space have declined very 
considerably. 

(13) Profit margins on transactions with customers—with the ex- 
ception of contracts with optional dates or for very long periods—have 
declined. 

(14) There has been a great increase in the use of foreign currency 
deposits (especially “‘ Euro-dollars”’) for swap transactions. 

(15) The use of overdrafts on current accounts for interest arbitrage 
has declined. 


The importance of these various changes—the list does not claim to be 
complete—from the point of view of their bearing on forward exchange 
theory varies widely, but between them they have altered drastically the 
picture of forward exchange practices and techniques which I tried to present 
in my pre-war book on the subject.1_ It has been, therefore, somewhat 
perturbing for me to find my book quoted every now and again as a source 
of information for factual material which, while it was undoubtedly correct 
in the thirties, has since ceased to apply. One of my main objects in 
writing this article is to disclaim responsiblity for such facts and for the 
conclusions based on them. 

Outstanding in importance among such instances is the oft-repeated 
assertion that foreign exchange dealers make it a rule to abstain from 
interest arbitrage operations unless the discrepancy between forward rates 
and their Interest Parities—the intrinsic premium or discount—is sufficiently 
large to ensure a profit of at least $°%% p.a. on the operations. This rule has 


1 The Theory of Forward Exchange (London: Macmillan & Co., 1937). 
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been presented in recent writings by theoretical economists as something 
axiomatic, and elaborate theoretical conclusions have been based on it. It 
is unfortunate that the financial Press does not nowadays take a sufficient 
interest in the technicalities of forward exchange to make economists realise 
that the rule about the $% minimum profit margin has long ceased to exist. 
Any foreign exchange dealer would be in a position to confirm the fact, well 
known in banking circles, that in our days most banks are very often will- 
ing to transfer funds for interest arbitrage for the sake of a profit of 4% 
or even less. Indeed, I understand from a number of independent banking 
sources that on a great many occasions some banks operate entirely without 
any profit. They do so for the sake of the prestige value of operating on a 
large scale, and as a means of attracting other business.!_ The few surviving 
pre-war dealers may well shake their heads in disapproval of this behaviour 
of the post-war generation, but very often even they have to act likewise, 
in order to maintain the standing of their bank as a big operator in the 
market. 

Of course, foreign exchange dealers can only operate without a profit or 
at a nominal profit so long as their foreign exchange department has funds 
available for that purpose. If they have to ask the Treasurer of their head 
office for additional funds the latter is likely to charge them a higher rate of 
interest than is obtainable in the domestic money market. (It is a perennial 
complaint of dealers that their head office drives a harder bargain with its 
own flesh and blood than with outside borrowers.) This means that when 
they have to use for arbitrage funds borrowed from the head office they are 
unable to operate unless there is a relatively wide discrepancy. In fact, the 
minimum discrepancy for such operations has increased since pre-war days. 
The terms charged by the head office to the foreign exchange department 
are much stiffer nowadays, because banks find it much easier to employ 
their money at home more profitably than they did during the lean thirties. 

This means that while foreign exchange departments are prepared 
nowadays to engage in arbitrage for a much smaller profit than before the 
war, or even without any profit, so long as they can use their own allotted 
capital, if they have to borrow additional capital from their head office they 
can operate only when minimum discrepancies are wider than before the 
war. We must avoid generalising in this respect, for some head offices are 
more inclined than others to support their dealers in an effort to achieve a 
large turnover in the market. The policy of head offices follows no uniform 
rule, and the liquidity position of foreign exchange departments varies 
widely and is liable to change from one moment to another. It is therefore 
impossible to establish any rule to take the place of the pre-war rule 


1 This attitude recalls the pre-war practice of London clearing banks to cut their commission 
on acceptance credits to a figure at which it hardly paid for the clerical work involved, and to 
pay to foreign banks deposit rates in excess of London bill rates, all for the sake of attracting other 
kinds of business. 
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of the 4% minimum profit margin. At any given moment various banks 
follow different rules, and each one of them changes its rule at frequent 
intervals. 

To complicate matters further, head offices borrow from time to time 
through their foreign exchange departments, authorising the latter to engage 
in inward arbitrage at a moderate loss, for the sake of tiding over a period 
of stringency, as an alternative to selling Gilt-edged at a loss or reducing their 
call loans. This means that profit margins at which banks are prepared to 
operate are apt to vary between some quite substantial percentage and a 
negative quantity. 

The sooner and the more completely that obsolete pre-war rule about the 4% 
minimum discrepancy is forgotten, the better. That rule bears no more relevance 
to present-day realities than the ancient practice of transacting all foreign- 
exchange business at the Royal Exchange on Tuesdays and Thursdays that 
existed in Goschen’s days, or the even more ancient practice of maintaining 
fast courier services for ascertaining exchange rates in other centres in advance 
of rival dealers that existed in Gresham’s days. 

The theoretical importance of the change lies in the fact that it has 
resulted in the elimination of a frictional influence interfering with the ideal 
working of Interest Parities in normal conditions. It means an increase in 
the extent of international movements of funds through interest arbitrage, 
which means an increase in the dynamic effects of forward exchange. At 
the same time the static role played by forward exchange in balancing dis- 
crepancies between levels of interest rates in various centres has also increased 
in importance. Progress has been made towards establishing the inter- 
national unity of all free money markets. During periods when there is no 
one-sided buying or selling pressure that would exhaust the liquid resources 
of foreign exchange departments, even a barely perceptible deviation of 
forward margins from their Interest Parities is now capable of provoking 
transfers of funds. What is more, owing to the multiplicity of Interest 
Parities, the paradoxical phenomenon of witnessing inward and outward 
interest arbitrage between two centres at the same time has become quite 
a frequent occurrence. 

The extent to which hedging has replaced pure speculation as the 
potentially predominent influence in the foreign exchange market does not 
appear to have been realised sufficiently, judging by the fact that neither 
the Report of the Radcliffe Committee nor the Evidence contains any 
reference to it. Post-war literature has failed to appreciate the full signi- 
ficance of the change, even though it calls for a very thorough analysis of 
the basic characteristics of hedging. Most writers apply the terms hedging 
and commercial covering very loosely and indiscriminately, as if they 


1 This new situation bears some similarity to the form of gold standard advocated in the late 
twenties, under which gold clearing would replace gold arbitrage, so that the slightest deviations 
from mint parities would entail transfers of gold. 
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were synonymous.' Yet so far from that being so, hedging has much 
more in common with pure speculation than with commercial covering. 
The basic difference is that, while a covering operation is self-liquidating on 
maturity, a hedging operation is not. An American exporter to Britain, 
having sold the sterling he is due to receive in three months’ time, simply 
delivers on maturity the sterling out of the proceeds of his exports. But an 
American with a branch factory in Britain, having hedged against a de- 
preciation of his asset in terms of dollars by selling sterling forward, is not 
likely to sell his factory on maturity in order to carry out the forward contract. 
This may occur on very rare occasions if the cost of a prolonged hedging is 
found to be prohibitive, but it is very far from being the routine as it is in the 
case of commercial covering.? 

It is important to bear in mind the similarities between hedging and 
speculation, but also the essential difference between them. An American 
firm hedging against a depreciation of its branch factory in Britain is con- 
fronted on the maturity of the forward contract with the choice between the 
same alternatives as a pure speculator. He can either close the account by 
buying spot sterling, or renew the hedge by means of a swap transaction, or 
borrow sterling and sell the proceeds of the loan. The essential difference 
is that he finds it usually much easier than a pure speculator to create a short 
position in sterling either by means of a forward operation or by means of 
borrowing and selling spot sterling, and that when the forward contract 
matures he is in an incomparably better position than a pure speculator to 
pay sterling for the dollars he had brought without first having to buy 
sterling. Apart from his borrowing facilities on his assets in Britain, his 
branch or subsidiary may possess inventories of goods which are apt to become 
reduced during the period of the forward contract, or they can be realised 
deliberately with the object of meeting the sterling liability arising from the 
forward contract and taking up the dollars bought. 

In the course of my inquiries in the Ziirich foreign exchange market last 
year I was told in more than one quarter that, since most banks have some 
limit beyond which they become increasingly reluctant to increase their for- 
ward exchange commitments, during periods of pressure they prefer to reserve 
their facilities for customers engaged in hedging against some legitimate interest 
rather than deal with pure speculators. Those concerned in hedging usually 


1 Mr. S. C. Tsiang goes so far as to apply the term “‘ hedging ”’ to include commercial covering 
(The Theory of Forward Exchange and Effects of Government Intervention on the Forward Exchange Market, 
International Monetary Fund Staff Papers, March 1959, p. 76). And Mr. A. E. Jasay uses the 
term with reference to covered bank funds “‘ Forward Exchange: The Case For Intervention”’, 
Lloyds Bank Review, October 1958, p. 39). 

* Covered bank funds in the form of current account balances are not automatically self- 
liquidating, but their owners are in a position to carry out the forward contract on maturity without 
having to buy the currency concerned. Covered bank funds in any other form are automatically 
self-liquidating, and so are all types of covered commercial or financial credit transactions. Covered 
security holdings with maturity dates are self-liquidating if the forward contract is for the whole 
period to the maturity date. Otherwise the operation comes under the definition of hedging. 
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provide the “‘ bread-and-butter ” of foreign exchange departments with their 
regular commercial covering transactions, so that it is only natural that 
banks should prefer to oblige their regular customers rather than speculators, 
who usually appear on the scene only when there is abnormal pressure. This 
attitude is not confined to Switzerland, but, in view of the reputation of 
Ziirich as the main centre for speculative activity, it is interesting to register 
the fact that even there hedging has largely replaced speculation. 

In the London market, on each occasion when sterling came under active 
pressure in the fifties, operations of the ‘“‘ Great West Road ”—the district 
where many American branch factories are situated—became a prominent 
feature of the forward exchange market. During the last ten years there has 
been a remarkable increase in American and other foreign investment in 
Britain, as a result of the provision made in 1950 to enable overseas owners 
of approved industrial investment in this country to repatriate at any time 
the proceeds of their realised capital assets. This trend, which makes for an 
increase of the potential extent of hedging, is likely to continue, not only in 
this country but throughout the free world, as a natural consequence of the 
prevailing liberal trend in trade and finance. Moreover, sooner or later it 
will become possible to hedge by means of forward operations also against 
foreign holdings of British securities whose proceeds can, at the time of writing, 
be sold only in the form of security sterling. 

The grand total of actual and potential hedging tends to increase also 
through the growing practice of “ commercial hedging ’’—to cover an 
indirect risk arising from a commercial transaction. An American importer 
of British cars payable in sterling leaves the exchange risk uncovered when 
sterling is under a cloud, in the hope of benefiting by a devaluation. But 
once he has paid his sterling debt he is exposed to the risk of a fall in the 
dollar prices of British cars as a result of a devaluation of sterling. To safe- 
guard himself he sells sterling forward to the value of his unsold stock. Even 
though this operation arises from a commercial transaction, it is not covering 
but hedging, because it is not self-liquidating any more than is hedging by 
an American owner of fixed assets in Britain. As the business community 
tends to become increasingly forward exchange conscious, such operations are 
likely to increase in volume whenever a currency appears to be under a cloud. 

This increase in the importance of hedging has further accentuated the 
dynamism of the forward exchange system. Even pure speculation is liable 
to produce highly disturbing effects, through its influence on the international 
transfer of funds, gold reserves, interest rates and the volume of credit in both 
losing and receiving countries. But the change from pure speculation to 
hedging has made the task of defending a currency even more difficult. 
After all, as Spraos rightly observed, “‘ speculative forward deals are mere 
book-keeping entries destined to be rubbed off,” 1 because the speculator 
does not possess the currency he had sold, so that he has to acquire it on 

1 J. Spraos, “‘ Speculation, Arbitrage and Sterling,” Economic JouRNAL, March 1959, p. 14. 
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maturity in order to be able to deliver it. It is true, technically the hedger 
is in the same position. But, as I pointed out above, it is incomparably 
easier for him to meet his forward contract without having first to buy 
the sterling, especially if he is hedging against easily realisable inventories. 
Speculators may or may not have assets against which to borrow, but those 
engaged in hedging necessarily possess the assets they want to secure against 
depreciation. Nor can the authorities apply official or unofficial restrictions 
against lending to hedgers to the same extent as against lending to speculators, 
seeing that the former are entitled to sell out their assets and repatriate the 
proceeds. 

To-day the potential weight of hedging pressure on sterling may be 
reckoned in hundreds of millions of pounds, but it is necessary to envisage 
a situation in the not too distant future in which this influence will be 
reckoned in thousands of millions. It is true in theory there is no limit to 
speculative selling of sterling. The difference is that when the forward 
contracts mature hedgers are in a position to meet a much larger proportion 
of the amounts due by delivering spot sterling they possess. 

The realisation of this difference between speculation and hedging, and 
of the latter’s growing importance, is liable to influence the official attitude 
towards proposals for unlimited support to forward sterling against large- 
scale attacks. Even if they could afford to engage an amount equal to, or 
in excess of, their gold reserves so long as they were dealing mainly with 
speculators, they would run grave risks in doing so now that they have to 
deal largely with hedgers who may be in a position to deliver on maturity 
the sterling they sold and to retain the dollars to be received in exchange. 
Consideration of space prevents me from going into the whole controversy, 
but I feel this aspect alone should call for some rethinking on the part of those 
who have been advocating unlimited support. In the absence of official 
support of forward sterling hedging, through its effect on arbitrage, entails 
an immediate loss of gold or foreign exchange, and the authorities may feel 
impelled to take the necessary defensive measures immediately. If, on the 
other hand, official support of the forward exchange conceals the loss until 
the forward contracts mature the necessary defensive measures are apt to be 
unduly delayed, on the optimistic assumption that the official forward sales 
of dollars are mere book-keeping entries with nothing behind them. 

It is arguable that if the cost of hedging is kept artificially low the hedges 
are more likely to be renewed on maturity. But in practice fears of exchange 
restrictions or various other considerations are liable to induce hedgers to 
take up the dollars they had bought forward, regardless of the forward rate. 
Allowing for this, together with the possibility of gaps in the exchange 
control and of decisions of Sterling Area countries to secede, the British 
authorities would run the risk of being unable to meet their forward com- 
mitments if they sold forward dollars to an amount in excess of their reserves. 

The increased willingness of the;banks themselves to carry open positions 
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is another post-war change making for an increased dynamism of forward 
exchange. The myth that “ respectable ” banks, at any rate in the United 
Kingdom, always cover all their positions every day before the market closes 
dies hard, but the fact that since 1951 British banks have been officially 
authorised to carry uncovered balances up to a certain fixed maximum should 
go some way towards bringing about its demise. In reality, the text-book 
rule about closing all positions every day has never been applied strictly. 
Its rigid application would place banks at a disadvantage, since on many 
occasions they would have to cover during the late afternoon when every- 
body else is expected to have to cover. Nowadays the rule is interpreted 
much more liberally than before the war. Dealers may defer the covering 
till the next day, or till after the week-end, when it can be effected more 
conveniently. Moreover, many banks apply the rule only in the sense of 
avoiding obvious major risks they would run by being long in a currency 
threatened with devaluation or short in a currency threatened with revalua- 
tion. 

They are often prepared to run the calculated risk of an appreciation or 
a depreciation of the spot exchange concerned, provided that they feel they 
can rely upon the maintenance of its support points. For instance, when 
in 1957 a revaluation of the D. Mark was anticipated, banks strictly observed 
the text-book rule against leaving a short position open overnight, but did 
not hesitate to leave a long position open, even though the spot rate was in 
the vicinity of its upper support point and was liable to depreciate to its 
lower support point, because they could safely rule out a devaluation of 
the D. Mark. 

Unduly rigid application of the text-book rule would handicap the 
market in the performance of its task of meeting temporary surpluses or 
deficiencies in supply and demand. If the banks were forbidden altogether 
from having open positions the rates would have to fluctuate more widely 
until they had attracted non-banking speculators to meet the deficiency or 
absorb the surplus. On the other hand, unduly lax application of the text- 
book rule is liable to add materially to buying or selling pressure. 

Yet another text-book rule which no longer applies to the same extent 
as before the war is that when a bank transacts foreign exchange with a 
customer it covers in the market in the first instance by a spot operation, to 
be followed by a swap transaction. The broader significance of this practice 
lies in the fact that if a bank covers a sale of forward dollars to its customer 
by a purchase of spot dollars in the market the result is the acquisition of 
a covered dollar balance. It may then be worth the bank’s while to let this 
commitment stand instead of undoing it with the aid of a swap transaction, 
on occasions when the profit margin on interest arbitrage is too small for post- 
war conditions to make it worth while to operate. In other words, the bank 
may engage in passive interest arbitrage in circumstances when it would not 
be worth its while to engage in active interest arbitrage. 
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Although the large majority of forward transactions are still covered by 
means of a spot transaction, the proportion of exceptions has greatly in- 
creased since the war. During the period of exchange restrictions New 
York and other free markets got into the habit of transacting much outright 
forward business, owing to the difficulty of transacting swap operations in 
currencies subject to restrictions. To some extent this habit continued even 
after the removal of restrictions, and London receives nowadays many more 
outright buying and selling offers from abroad than before the war. In 
any case the main reason for the pre-war practice, that spot rates are liable 
to fluctuate much more widely than forward rates, no longer exists under the 
post-war system of stable spot rates and fluctuating forward rates. More- 
over, because the banks are now more willing to carry open positions than 
they were before the war, they can wait till a counterpart for their forward 
transaction is offered to them on acceptable terms in the forward market 
instead of rushing to cover immediately in the spot market. They are now 
also more willing to await a forward transaction in the opposite sense by a 
customer outside the market, so as to “‘ marry ” the two transactions instead 
of covering the first transaction as soon as possible in the market. 

Average amounts of commercial forward transaction are now much larger 
than before the war, not only because of the all-round increase in prices but 
also owing to the structural change in British foreign trade. Before the war 
textiles were the most import exports, and their substantial total was com- 
posed of a large number of small individual items. To-day engineering and 
other capital goods have become the most important exports, and individual 
contracts are apt to run into six and even seven figures. The size of trans- 
actions between banker and customer now very often approximates more 
closely to the minimum amount of transactions customary between banks in 
the market. 

There has been a revolutionary change in respect of forward facilities for 
very long periods. Before the war the maximum period for which it was 
possible to cover commercial exchange risk in the forward market as a 
matter of routine was six months, though it was possible to negotiate con- 
tracts in some currencies up to twelve months. To-day forward exchange 
up to twelve months can be transacted in the market as a matter of routine, 
and it is possible for industrial firms, public works contractors, etc. to nego- 
tiate with their banks forward contracts in dollars and a few other currencies 
for periods up to four years. Banks are now able to undo such long com- 
mitments in the market for periods up to two years, even though such 
transactions are always a matter of negotiation. 

It is possible and necessary to envisage a further improvement of this 
new market, both in the sense of increased turnover and of providing 
facilities for even longer periods and in more currencies. Before many years 
it will be possible to transact long forward exchange in the market as a 
matter of routine. It goes without saying that such a development will 
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greatly increase the dynamism of forward exchange, especially if, as is to be 
expected, the long facilities will not remain confined to strictly commercial 
transactions. It is easy to imagine the increase in the potential disturbing 
effect of forward exchange if it can be used for hedging, arbitrage and 
speculation for periods of years. 

The development of long forward facilities has greatly increased the im- 
portance of time arbitrage—the buying and selling of long against short 
forward exchange. When it is combined with space arbitrage—to take 
advantage of the differential between Interest Parities and premiums or dis- 
counts for various maturities in different centres—it leads to simultaneous 
international transfers of funds in both directions. Before the war most 
dealers were too busy with simpler operations to engage in such involved 
operations, but now they have become a matter of daily routine. 

This change was largely due to the narrowing of profit margins on the 
simpler forms of space arbitrage and on commercial business with customers. 
The chances of making profits on discrepancies between rates quoted in 
various centres have virtually disappeared, owing to the improvement of 
communications since the war. In pre-war days considerable discrepancies 
were liable to develop owing to delays in getting through long-distance 
telephone calls. Whichever bank was lucky or clever enough to put its call 
through first stood a good chance of making a profit on such discrepancies. 
To-day it is possible to get through to an overseas centre in a matter of 
minutes, and this, together with the general adoption of “‘ Telex,” resulted 
in the creation of one large international foreign exchange market in which 
it is not much more difficult to deal with banks across the Atlantic than with 
banks just across the street. Yet another friction tending to interfere with 
the ideal working of the system is now a matter of the past, but so is yet 
another source of profit for foreign exchange departments. 

Profit margins on deals with customers have contracted because of keen 
competition and because business firms have become much more forward ex- 
change minded. They know more about it than before the war and ask for 
' several quotations before giving their order to the bank that quotes the best 
rate. It is largely because it is now more difficult to make a profit on such 
business that banks have developed new and more profitable lines. One of 
them is forward contracts with optional delivery dates. This type of trans- 
action existed before the war, but it has become much more popular owing 
to the post-war uncertainty about being able to deliver goods on the date pre- 
scribed by the contract. While before the war such forward transactions 
were concluded only between banks and customers, nowadays it is possible 
to undo them in the market, at any rate for standard dates—for instance for 
the last month or the last fortnight of a three months’ period. 

Improved forward exchange facilities have stimulated the use of the 
forward exchange market as an alternative to the local money markets. 
Progress in that direction has been greatly facilitated by the increased 
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practice of dealing in deposits in terms of foreign currencies. London banks 
now hold substantial amounts of dollar deposits owned mostly by continental 
holders—they have come to be known under the name of “ Euro-dollars ”’ 
—and they often swap into sterling if this is a cheaper or more convenient 
way of covering their requirements of funds. Until the popularisation of 
foreign currency deposits they were only able to go up to the amount of 
their own foreign balances, less the indispensable minimum they had to 
keep for current requirements, plus any overdraft they obtained from foreign 
banks. To-day they can operate on a much larger scale and at a lower cost. 
This is one of the reasons for the increase in the turnover in short forward 
exchange. The use of foreign currency deposits provides a much more 
convenient and much cheaper alternative. 

Considerations of space make it necessary for me to oversimplify many 
of the above points for brevity’s sake, and to omit others.!_ My aim has been 
merely to draw attention to the extent and importance of the post-war 
changes, both from the point of view of the present position and because 
some of these changes foreshadow even more important changes in the 
future. 

Admittedly, some of the changes have tended to reduce the dynamism 
of forward exchange. For instance, should the decline in the practice 
of covering forward transactions in the spot market continue it would 
relieve the spot rate from the impact of direct pressure resulting from that 
practice. But, taken as a whole, the post-war changes have undoubtedly 
tended to increase the dynamism of forward exchange, and they point to- 
wards the possibility of further considerable increase in the potential disturb- 
ing effect of the system. Barring international political troubles, it seems 
highly probable that the next few years will witness a progress towards the 
liberalisation of trade, the removal of remaining exchange restrictions and 
the expansion of international investment. All this will tend to increase the 
power of forward exchange for good or evil. 

The problems we had to face in recent years are likely to recur on a much 
larger scale, and we are likely to be faced with additional problems. It is all 
the more important that those qualified for studying the broader aspects of 
forward exchange should do so with the full knowledge of the facts of the 
post-war situation. 

Paut Erzic 
Cliffords Inn, 
London, E.C.4. 


1 For more detailed treatment I must refer the reader to my forthcoming book A Dynamic Theory 
of Forward Exchange. 





THE THEORY OF CUSTOMS UNIONS: 
A GENERAL SURVEY? 


Tus paper is devoted mainly to a survey of the development of customs- 
union theory from Viner to date; since, however, the theory must be meant 
at least as an aid in interpreting real-world data, some space is devoted to 
a summary of empirical evidence relating to the gains from European 
Economic Union. It is necessary first to define customs-union theory. In 
general, the tariff system of any country may discriminate between com- 
modities and/or between countries. Commodity discrimination occurs 
when different rates of duty are levied on different commodities, while 
country discrimination occurs when the same commodity is subject to 
different rates of duty, the rate varying according to the country of origin. 
The theory of customs unions may be defined as that branch of tariff theory 
which deals with the effects of geographically discriminatory changes in 
trade barriers. 

Next we must turn our attention to the scope of the existing theory. The 
theory has been confined mainly to a study of the effects of customs unions 
on welfare rather than, for example, on the level of economic activity, the 
balance of payments or the rate of inflation. These welfare gains and losses, 
which are the subject of the theory, may arise from a number of different 
sources: (1) the specialisation of production according to comparative 
advantage which is the basis of the classical case for the gains from trade; 
(2) economies of scale; (3) changes in the terms of trade; (4) forced 
changes in efficiency due to increased foreign competition; and (5) a change 
in the rate of economic growth. The theory of customs unions has been 
almost completely confined to an investigation of (1) above, with some 
slight attention to (2) and (3), (5) not being dealt with at all, while (4) is 
ruled out of traditional theory by the assumption (often contradicted by the 
facts) that production is carried out by processes which are technically 
efficient. 

Throughout the development of the theory of customs unions we will 
find an oscillation between the belief that it is possible to produce a general 
conclusion of the sort: ‘‘ Customs unions will always, or nearly always, raise 
welfare,” and the belief that, depending on the particular circumstances 
present, a customs union may have any imaginable effect on welfare. The 


1 An earlier version of this paper was read before the Conference of the Association of Uni- 
versity Teachers of Economics at Southampton, January 1959. I am indebted for comments and 
suggestions to G. C. Archibald, K. Klappholz and Professor L. Robbins. 

* Points (1) and (2) are clearly related, for the existence of (1) is a necessary condition for (2), 
but they are more conveniently treated as separate points, since (1) is not a sufficient condition for 
the existence of (2). 
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earliest customs-union theory was largely embodied in the oral tradition, for 
it hardly seemed worthwhile to state it explicitly, and was an example of an 
attempt to produce the former sort of conclusion. It may be summarised 
quite briefly. Free trade maximises world welfare; a customs union 
reduces tariffs and is therefore a movement towards free trade; a customs 
union will, therefore, increase world welfare even if it does not lead to a 
world-welfare maximum. 

Viner showed this argument to be incorrect. He introduced the now 
familiar concepts of trade creation and trade diversion ' which are probably 
best recalled in terms of an example. Consider the figures in the following 
Table: 


Taste I 
Money Prices (at Existing Exchange Rates) of a Single 
Commodity (X) in Three Countries 





Coun 2 
og 





A tariff of 100% levied by country A? will be sufficient to protect A’s 
domestic industry producing commodity X. If A forms a customs union 
with either country B or country C she will be better off; if the union is 
with B she will get a unit of commodity X at an opportunity cost of 26 
shillingsworth of exports instead of at the cost of 35 shillingsworth of other 
goods entailed by domestic production.* This is an example of trade 
creation. If A had been levying a somewhat lower tariff, a 50% tariff, for 
example, she would already have been buying X from abroad before the 
formation of any customs union. If A is buying a commodity from abroad, 
and if her tariff is non-discriminatory, then she will be buying it from the 
lowest-cost source—in this case country C. Now consider a customs union 
with country B. B’s X, now exempt from the tariff, sells for 26s., while 
C’s X, which must still pay the 50% tariff, must be sold for 30s. A will now 
buy X from B at a price, in terms of the value of exports, of 26s., whereas 
she was formerly buying it from C at a price of only 20s. This is a case of 
Viner’s trade diversion, and since it entails a movement from lower to higher 
real cost sources of supply, it represents a movement from a more to a less 
efficient allocation of resources. 


1 Jacob Viner, The Customs Union Issue (New York: Carnegie Endowment for International 
Peace, 1950). See the whole of Chapter 4, especially pp. 43-4. 

* In everything that follows the “‘ home country ” will be labelled A, the “‘ union partner ’’ B 
and the rest of the world C. 

* This argument presumes that relative prices in each country reflect real rates of transforma- 
tion. It follows that the resources used to produce a unit of X in country A could produce any 
other good to the value of 35s. and, since a unit of X can be had from B by exporting goods to the 
value of only 26s., there will be a surplus of goods valued at 9s. accruing to A from the transfer of 
resources out of X when trade is opened with country B. 
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This analysis is an example of what Mr. Lancaster and I have called 
“ The General Theory of Second Best”: } if it is impossible to satisfy all the 
optimum conditions (in this case to make all relative prices equal to all rates 
of transformation in production), then a change which brings about the 
satisfaction of some of the optimum conditions (in this case making some 
relative prices equal to some rates of transformation in production) may 
make things better or worse.? 

Viner’s analysis leads to the following classification of the possibilities 
that arise from a customs union between two countries, A and B: 


1. Neither A nor B may be producing a given commodity. In 
this case they will both be importing this commodity from some third 
country, and the removal of tariffs on trade between A and B can cause 
no change in the pattern of trade in this commodity; both countries 
will continue to import it from the cheapest possible source outside of 
the union. 

2. One of the two countries may be producing the commodity 
inefficiently under tariff protection while the second country is a non- 
producer. If country A is producing commodity X under tariff pro- 
tection this means that her tariff is sufficient to eliminate competition 
from the cheapest possible source. Thus if A’s tariff on X is adopted 
by the union the tariff will be high enough to secure B’s market for A’s 
inefficient industry. 

3. Both countries may be producing the commodity inefficiently 
under tariff protection. In this case the customs union removes tariffs 
between country A and B and ensures that the least inefficient of the 
two will capture the union market.® 


In case 2 above any change must be a trade-diverting one, while in case 3 
any change must be a trade-creating one. If one wishes to predict the 
welfare effects of a customs union it is necessary to predict the relative 
strengths of the forces causing trade creation and trade diversion. 

This analysis leads to the conclusion that customs unions are likely to 
cause losses when the countries involved are complementary in the range of 
commodities that are protected by tariffs. Consider the class of commodities 
produced under tariff protection in each of the two countries. If these 
classes overlap to a large extent, then the most efficient of the two countries 
will capture the union market and there will be a re-allocation of resources 
in a more efficient direction. If these two classes do not overlap to any 

1 R. G. Lipsey and K. J. Lancaster, ‘‘ The General Theory of Second Best,’’ Review of Economic 
Studies, Vol. XXTV (1), No. 63, 1956-57. 

® The point may be made slightly more formally as follows: the conditions necessary for the 
maximising of any function do not, in general, provide conditions sufficient for an increase in the 
value of the function when the maximum value is not to be obtained by the change. 

* One of the two countries might be an efficient producer of this commodity needing no tariff 
protection, in which case, a fortiori, there is gain. 
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great extent, then the protected industry in one country is likely to capture 
the whole of the union market when the union is formed, and there is likely 
to be a re-allocation of resources in a less-efficient direction. This point of 
Viner’s has often been misunderstood and read to say that, in some general 
sense, the economies of the two countries should be competitive and not 
complementary. A precise way of making the point is to say that the 
customs union is more likely to bring gain, the greater is the degree of 
overlapping between the class of commodities produced under tariff pro- 
tection in the two countries. 

A subsequent analysis of the conditions affecting the gains from union 
through trade creation and trade diversion was made by Drs. Makower and 
Morton.! They pointed out that, given that trade creation was going to occur, 
the gains would be larger the more dissimilar were the cost ratios in the two 
countries. (Clearly if two countries have almost identical cost ratios the 
gains from trade will be small.) They then defined competitive economies 
to be ones with similar cost ratios and complementary economies to be ones 
with dissimilar ratios, and were able to conclude that unions between com- 
plementary economies would, if they brought gain at all, bring large gains. 
The conclusions of Viner and Makower and Morton are in no sense contra- 
dictory. Stated in the simplest possible language, Viner showed that gains 
will arise from unions if both countries are producing the same commodity ; 
Makower and Morton showed that these gains will be larger the larger is 
the difference between the costs at which the same commodity is produced 
in the two countries.” 

We now come to the second major development in customs-union theory 
—the analysis of the welfare effects of the substitution between commodities 
resulting from the changes in relative prices which necessarily accompany a 
customs union. Viner’s analysis implicitly assumed that commodities are 
consumed in some fixed proportion which is independent of the structure of 
relative prices. Having ruled out substitution between commodities, he 
was left to analyse only bodily shifts of trade from one country to another. 
The way in which Viner’s conclusion that trade diversion necessarily lowers 
welfare depends on his implicit demand assumption is illustrated in Fig. 1. 
Consider the case of a small country, A, specialised in the production of a 
single commodity, Y, and importing one commodity, X, at terms of trade 
independent of any taxes or tariffs levied in A. The fixed proportion in 

1 H. Makower and G. Morton, “A Contribution Towards a Theory of Customs Unions,” 
Economic Journat, Vol. LXII, No. 249, March 1953, pp. 33-49. 

® Care must be taken to distinguish between complementarity and competitiveness in costs and 
in tastes, both being possible. In the Makower—Morton model these relations exist only on the 
cost side. An example of the confusion which may arise when this distinction is not made can be 
seen in F. V. Meyer’s article, ‘Complementarity and the Lowering of Tariffs,” The American 
Economic Review, Vol. XLVI, No. 3, June 1956. Meyer’s definitions, if they are to mean anything, 
must refer to the demand side. Hence he is not entitled to contrast his results with those of 
Makower and Morton, or of Viner, all of whom were concerned with cost complementarity and 


competitiveness. 
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which commodities are consumed is shown by the slope of the line OZ, 
which is the income- and price-consumption line for all (finite) prices and 
incomes. OA indicates country A’s total production of commodity Y, and 
the slope of the line AC shows the terms of trade offered by country C, the 
lowest cost producer of X. Under conditions of free trade, country A’s 
equilibrium will be at ¢, the point of intersection between OZ and AC. A 
will consume Og of Y, exporting Ag in return for ge of X. Now a tariff 
which does not affect A’s terms of trade and is not high enough to protect a 
domestic industry producing Y will leave her equilibrium position un- 
changed ate.1 The tariff changes relative prices, but consumers’ purchases 


> Commodity Y 








ie) Commodity X 
Fic. 1 


are completely insensitive to this change and, if foreign trade continues at 
terms indicated by the slope of the line AC, the community must remain in 
equilibrium at ¢. Now consider a case where country A forms a trade- 
diverting customs union with country B. This means that A must buy her 
imports of X at a price in terms of Y higher than she was paying before the 
union was formed. An example of this is shown in Fig. | by the line AB. 
A’s equilibrium is now at f, the point of intersection between AB and OZ; 
less of both commodities are consumed, and A’s welfare has unambiguously 
diminished. We conclude therefore that, under the assumed demand 
conditions, trade diversion (which necessarily entails a deterioration in A’s 
terms of trade) necessarily lowers A’s welfare. 


1 It is assumed throughout all the subsequent analysis that the tariff revenue collected by the 
Government is either returned to individuals by means of lump-sum subsidies or spent by the 
Government on the same bundle of goods that consumers would have purchased. 
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Viner’s implicit assumption that commodities are consumed in fixed 
proportions independent of the structure of relative prices is indeed a very 
special one. A customs union necessarily changes relative prices and, in 
general, we should expect this to lead to some substitution between com- 
modities, there being a tendency to change the volume of already existing 
trade with more of the now cheaper goods being bought and less of the now 
more expensive. This would tend to increase the volume of imports from 
a country’s union partner and to diminish both the volume of imports 
obtained from the outside world and the consumption of home-produced 
commodities. The importance of this substitution effect in consumption 
seems to have been discovered independently by at least three people, 
Professor Meade,! Professor Gehrels *? and myself.* 

In order to show the importance of the effects of substitutions in con- 
sumption we merely drop the assumption that commodities are consumed in 
fixed proportions. I shall take Mr. Gehrels’ presentation of this analysis 
because it illustrates a number of important factors. In Fig. 2 OA is again 
country A’s total production of Y, and the slope of the line AC indicates the 
terms of trade between X and Y when A is trading with country C. The 
free-trade equilibrium position is again at ¢, where an indifference curve is 
tangent to AC. In this case, however, the imposition of a tariff on imports 
of X, even if it does not shift the source of country A’s imports, will cause a 
reduction in the quantity of these imports and an increase in the consump- 
tion of the domestic commodity Y. A tariff which changes the relative 
price in A’s domestic market to, say, that indicated by the slope of the line 
A’C’ will move A’s equilibrium position to point 4. At this point an 
indifference curve cuts AC with a slope equal to the line A’C’; consumers 
are thus adjusting their purchases to the market rate of transformation and 
the tariff has had the effect of reducing imports of X and increasing 
consumption of the home good Y. In these circumstances it is clearly 
possible for country A to form a trade-diverting customs union and yet gain 
an increase in its welfare. To show this, construct a line through A tangent 
to the indifference curve J” to cut the X axis at some point B. If A forms a 
trade-diverting customs union with country B and buys her imports of X 
from B at terms of trade indicated by the slope of the line AB, her welfare 
will be unchanged. If, therefore, the terms of trade with B are worse than 
those given by C but better than those indicated by the slope of the line AB, 
A’s welfare will be increased by the trade-diverting customs union. A’s 


1 J. E. Meade, The Theory of Customs Unions (Amsterdam: North Holland Publishing Company, 
1956). 

2 F. Gehrels, “‘ Customs Unions from a Single Country Viewpoint,” Review of Economic Studies, 
Vol. XXIV (1), No. 63, 1956-57. 

* R. G. Lipsey, “‘ The Theery of Customs Unions: Trade Diversion and Welfare,’ Economica, 
Vol. XXIV, No. 93, February 1957. My own paper was first written in 1954 as a criticism of the 
assumption of fixed ratios in consumption made by Dr. Ozga in his thesis (S. A. Ozga, The Theory 
of Tariff Systems, University of London Ph.D. thesis, unpublished). 
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welfare will be diminished by this trade-diverting union with B only if B’s 
terms of trade are worse than those indicated by the slope of AB. 


> Commodity Y 








Cc 
Commodity X 


Fie. 2 


The common-sense reason for this conclusion may be stated as follows: 


“The possibility stems from the fact that whenever imports are 
subject to a tariff, the position of equilibrium must be one where an 
indifference curve [surface or hyper-surface as the case may be] cuts 
(not is tangent to) the international price line. From this it follows that 
there will exist an area where indifference curves higher than the one 
achieved at equilibrium lie below the international price line. In 
Fig. 2 this is the area above J” but below AC. As long as the final 
equilibrium position lies within this area, trade carried on in the 
absence of tariffs, at terms of trade worse than those indicated by AC, 
will increase welfare. In a verbal statement this possibility may be 
explained by referring to the two opposing effects of a trade-diverting 
customs union. First, A shifts her purchases from a lower to a higher 
cost source of supply. It now becomes necessary to export a larger 
quantity of goods in order to obtain any given quantity of imports. 
Secondly, the divergence between domestic and international prices is 
eliminated when the union is formed. The removal of the tariff has 
the effect of allowing . . . consumer[s] in A to adjust . . . purchases 
to a domestic price ratio which now is equal to the rate at which . . . 
[Y] can be transformed into . . . [X] by means of international trade. 
The final welfare effect of the trade-diverting customs union must be 
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the net effect of these two opposing tendencies; the first working to 
lower welfare and the second to raise it.”’ + 


On this much there is general agreement. Professor Gehrels, however, 
concluded that his analysis established a general presumption in favour of 
gains from union rather than losses. He argued that “‘ to examine customs 
unions in the light only of production effects, as Viner does, will give a biased 
judgment of their effect on countries joining them,” * and he went on to say 
that the analysis given above established a general presumption in favour of 
gains from union. Now we seemed to be back in the pre-Viner world, 
where economic analysis established a general case in favour of customs 
unions. In my article “‘ Mr. Gehrels on Customs Union” * I attempted 
to point out the mistake involved. The key is that Gehrels’ model contains 
only two commodities: one domestic good and one import. There is thus 
only one optimum condition for consumption: that the relative price 
between X and Y equals the real rate of transformation (in domestic pro- 
duction or international trade, whichever is relevant) between these two 
commodities. The general problems raised by customs unions must, how- 
ever, be analysed in a model containing a minimum of three types of com- 
modities: domestic commodities (A), imports from the union partner (B) 
and imports from the outside world (C). When this change is made 
Gehrels’ general presumption for gain from union disappears. Table II 


Taste II 
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shows the three optimum conditions that domestic prices and international 
prices should bear the same relationship to each other for the three groups 
of commodities, A, B and C.‘ In free trade all three optimum conditions 


1 R. G. Lipsey, “‘ Trade Diversion and Welfare,” op. cit., pp. 43-4. The changes made in 
the quotation are minor ones necessary to make the notation in the example comparable to the one 
used in the present text, 

2 Gehrels, op. cit., p. 61. 

3 R. G. Lipsey, “ Mr. Gehrels on Customs Unions,” Review of Economic Studies, Vol. XXTV (3), 
No. 65, 1956-57, pp. 211-14, 

4 If we assume that consumers adjust their purchases to the relative prices ruling in their 
domestic markets, then the optimum conditions that rates of substitution in consumption should 
equal rates of transformation in trade can be stated im terms of equality between relative prices 
ruling in the domestic markets and those ruling in the international market. 

No. 279.—VOL. LXx. LL 
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will be fulfilled. If a uniform tariff is placed on both imports, then the 
relations shown in column 2 will obtain, for the price of goods from both B 
and C will be higher in A’s domestic market than in the international 
market. When a customs union is formed, however, the prices of imports 
from the union partner, B, are reduced so that the first optimum condition 
is fulfilled, but the tariff remains on imports from abroad (C) so that the 
third optimum condition is no longer satisfied. The customs union thus 
moves country A from one non-optimal position to another, and in general 
it is impossible to say whether welfare will increase or diminish as a result. 
We are thus back to a position where the theory tells us that welfare may 
rise or fall, and a much more detailed study is necessary in order to establish 
the conditions under which one or the other result might obtain. 

The above analysis has lead both Mr. Gehrels and myself * to distinguish 
between production effects and consumption effects of customs unions. The reason 
for attempting this is not hard to find. Viner’s analysis rules out substitution 
in consumption and looks to shifts in the location of production as the cause 
of welfare changes in customs unions. The analysis just completed em- 
phasises the effects of substitution in consumption. The distinction on this 
basis, however, is not fully satisfactory, for consumption effects will them- 
selves cause changes in production. A more satisfactory distinction would 
seem to be one between inter-country substitution and inter-commodity substitution. 
Inter-country substitution would be Viner’s trade creation and trade 
diversion, when one country is substituted for another as the source of 
supply for some commodity. Inter-commodity substitution occurs when 
one commodity is substituted, at least at the margin, for some other com- 
modity as a result of a relative price shift. This is the type of substitution 
we have just been analysing. In general, either of these changes will cause 
shifts in both consumption and production. 

Now we come to Professor Meade’s analysis. His approach is taxonomic 
in that he attempts to classify a large number of possible cases, showing the 
factors which would tend to cause welfare to increase when a union is formed 
and to isolate these from the factors which would tend to cause welfare to 
diminish.? Fig. 3 (i) shows a demand and a supply curve for any imported 
commodity. Meade observes that a tariff, like any tax, shifts the supply 
curve to the left (to S’S’ in Fig. 3) and raises the price of the imported com- 
modity. At the new equilibrium the demand price differs from the supply 
price by the amount of the tariff. If the supply price indicates the utility 
of the commodity to the suppliers and the demand price its utility to the 
purchasers, it follows that the utility of the taxed import is higher to pur- 
chasers than to suppliers, and the money value of this difference in utility is 


1 Gehrels, op. cit., p. 61, and Lipsey, “‘ Trade Diversion and Welfare,” op. cit., pp. 40-1. 

* The point of his taxonomy or of any taxonomy of this sort, it seems to me, must be merely to 
illustrate how the model works. Once one has mastered the analysis it is possible to work through 
any particular case that may arise, and there would seem to be no need to work out all possible 
cases beforehand. 
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the value of the tariff. Now assume that the marginal utility of money is 
the same for buyers and for sellers. It follows that, if one more unit of 
expenditure were devoted to the purchase of this commodity, there would be 
a net gain to society equal to the proportion of the selling ee of the com- 


modity composed of the tariff. In Fig. 3 the rate of tariff i is * = the ici 


price is ab and the demand price is ac, so that the money diet of the “ gain ” 
(“‘ loss *’) to society resulting from a marginal increase (decrease) in expendi- 
ture on this commodity is dc. 

Now assume that the same ad valorem rate of tariff is imposed on all 
imports so that the tariff will be the same proportion of the market price of 
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each import. Then the gain to society from a marginal increase in expendi- 
ture (say one more “ dollar” is spent) on any import is the same for all 
imports, and this gain is equal to the loss resulting from a marginal reduction 
in expenditure (one less “ dollar” spent) on any import. Now consider 
a marginal reduction in the tariff on one commodity. This will cause a 
readjustment of expenditure, in the various possible ways analysed by 
Meade, so that in general ‘more of some imports and less of others will be 
purchased. Since, at the margin, the gain from devoting one more unit of 
expenditure to the purchase of any import is equal to the loss from devoting 
one less unit of expenditure to the purchase of any import, the welfare 
consequences of this discriminatory tariff reduction may be calculated by 
comparing the increase in the volume of imports (trade expansion) with the 
decrease in the volume of other imports (trade contraction). If there is a 
net increase in the volume of trade the customs union will have raised 
economic welfare. A study of the welfare consequences of customs unions 
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can, therefore, b2 devoted to the factors which will increase or decrease the 
volume of international trade. If the influences which tend to cause trade 
expansion are found to predominate it may be predicted that a customs 
union will raise welfare. The main body of Meade’s analysis is in fact 
devoted to a study of those factors which would tend to increase, and to 
those which would tend to decrease, the volume of trade. Complications 
can, of course, be introduced, but they do not affect the main drift of the 
argument. 

Meade’s analysis, which makes use of demand and supply curves, suffers 
from one very serious, possibly crippling, limitation. It will be noted that 
we were careful to consider only marginal reductions in tariffs. For such 
changes Meade’s analysis is undoubtedly correct. When, however, there 
are large changes in many tariffs, as there will be with most of the customs 
unions in which we are likely to be interested, it can no longer be assumed 
that the demand and supply curves will remain fixed; the ceteris paribus 
assumptions on which they are based will no longer hold, so that both 
demand and supply curves are likely to shift. When this happens it is no 
longer obvious how much welfare weight should be given to any particular 
change in the volume of trade (even if we are prepared to make all of the 
other assumptions necessary for the use of this type of classical welfare 
analysis). In Fig. 3 (ii), for example, if the demand curve shifts to D, D, and 
the supply curve to S,5,, what are we to say about the welfare gains or losses 
when trade changes from Qa to Oe? 

There is not time to go through a great deal of Professor Meade’s or my 
own analysis which attempts to discover the particular circumstances in 
which it is likely that a geographically discriminatory reduction in tariffs 
will raise welfare. I shall, therefore, take two of the general conclusions 
that emerge from various analyses and present these in order to illustrate the 
type of generalisation that it is possible to make in customs-union theory. 

The first generalisation is one that emerges from Professor Meade’s 
analysis and from my own. I choose it, first, because there seems to be 
general agreement on it and, second, although Professor Meade does not 
make this point, because it is an absolutely general proposition in the theory 
of second best; it applies to all sub-optimal positions, and customs-union 
theory only provides a particular example of its application. Stated in 
terms of customs unions, this generalisation runs as follows: when only some 


1 For example, the same rate of tariff might not be charged on all imports. In this case it is 
only necessary to weight each dollar’s increase or decrease in trade by the proportion of this value 
that is made up by tariff—the greater is the rate of tariff the greater is the gain or loss. It is also 
possible, if one wishes to make inter-country comparisons, to weight a dollar’s trade in one direction 
by a different amount than a dollar’s trade in some other direction. These complications, how- 
ever, do not affect the essence of Meade’s analysis, which is to make a small change in some tariffs 
and then to observe that the welfare consequences depend on the net change in the volume of trade 
and to continue the study in order to discover in what circumstances an increase or a decrease in 
the net volume of trade is likely. 
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tariffs are to be changed, welfare is more likely to be raised if these tariffs are 
merely reduced than if they are completely removed. Proofs of this theorem 
can be found in both Meade? and Lipsey and Lancaster,* and we shall 
content ourselves here with an intuitive argument for the theorem in its 
most general context. Assume that there exist many taxes, subsidies, 
monopolies, etc., which prevent the satisfaction of optimum conditions. 
Further assume that all but one of these, say one tax, are fixed, and inquire 
into the second-best level for the tax that is allowed to vary. Finally, 
assume that there exists a unique second-best level for this tax. Now a 
change in this one tax will either move the economy towards or away from 
a second-best optimum position. If it moves the economy away from a 
second-best position, then, no matter how large is the change in the tax, 
welfare will be lowered. If it moves the economy in the direction of the 
second-best optimum it may move it part of the way, all of the way or past 
it. Ifthe economy is moved sufficiently far past the second-best optimum 
welfare will be lowered by the change. From this it follows that, if there is 
a unique second-best level for the tax being varied, a small variation is more 
likely to raise welfare than is a large variation.‘ 

The next generalisation concerns the size of expenditure on the three 
classes of goods—those purchased domestically, from the union partner, and 
from the outside world—and is related to the gains from inter-commodity 
substitution. This generalisation follows from the analysis in my own 
thesis 5 and does not seem to have been stated in any of the existing customs- 
union literature. Consider what happens to the optimum conditions, which 
we discussed earlier, when the customs union is formed (see Table II). On 
the one hand, the tariff is taken off imports from the country’s union partner, 
and the relative price between these imports and domestic goods is brought 
into conformity with the real rates of transformation. This, by itself, tends 
to increase welfare. On the other hand, the relative price between imports 
from the union partner and imports from the outside world are moved away 
from equality with real rates of transformation. This by itself tends to 
reduce welfare. Now consider both of these changes. As far as the prices 
of the goods from a country’s union partner are concerned, they are brought 


2 Op. cit., pp. 50-1. 

2 Op. cit., Section V. 

® A unique second-best level (i.¢., the level which maximises welfare subject to the existence and 
invariability of all the other taxes, tariffs, etc.) for any one variable factor can be shown to exist 
in a large number of cases (see, for example, Lipsey and Lancaster, op. cit., Sections V and VI), 
but cannot be proved to exist in general (ibid., Section VIII). 

« This may be given a more formal statement. Consider the direction of the change—towards 
or away from the second-best optimum position—caused by the change in the tax. Moving away 
from the second-best optimum is a sufficient, but not a necessary, condition for a reduction in 
welfare. Moving towards the second-best optimum is a necessary, but not a sufficient, condition 
for an increase in welfare. 

5 R. G. Lipsey, The Theory of Customs Unions: A General Equilibrium Analysis, University of 
London Ph.D. thesis, unpublished, pp. 97-9, and Mathematical Appendix to Chapter VI. 
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into equality with rates of transformation vis a vis domestic goods, but they 
are moved away from equality with rates of transformation vis d vis imports 
from the outside world. These imports from the union partner are thus 
involved in both a gain and a loss and their size is per se unimportant; what 
matters is the relation between imports from the outside world and expendi- 
ture on domestic commodities: the larger are purchases of domestic com- 
modities and the smaller are purchases from the outside world, the more 
likely is it that the union will bring gain. Consider a simple example in 
which a country purchases from its union partner only eggs while it purchases 
from the outside world only shoes, all other commodities being produced and 
consumed at home. Now when the union is formed the “correct ’’ price 
ratio (i.¢., the one which conforms with the real rate of transformation) 
between eggs and shoes will be disturbed, but, on the other hand, eggs will 
be brought into the “ correct ” price relationship with all other commodities 
—bacon, butter, cheese, meat, etc., and in these circumstances a customs 
union is very likely to bring gain, for the loss in distorting the price ratio 
between eggs and shoes will be small relative to the gain in establishing the 
correct price ratio between eggs and all other commodities. Now, however, 
let us reverse the position of domestic trade and imports from the outside 
world, making shoes the only commodity produced and consumed at home, 
eggs still being imported from the union partner, while everything else is 
now bought from the outside world. In these circumstances the customs 
union is most likely to bring a loss; the gains in establishing the correct price 
ratio between eggs and shoes are indeed likely to be very small compared 
with the losses of distorting the price ratio between eggs and all other com- 
modities. If, to take a third example, eggs are produced at home, shoes 
imported from the outside world, while everything else is obtained from the 
union partner, the union may bring neither gain nor loss; for the union 
disturbs the “correct”? ratio between shoes and everything else except 
eggs, and establishes the ‘‘ correct’ one between eggs and everything else 
except shoes. This example serves to show that the size of trade with 
a union partner is not the important variable; it is the relation between 
imports from the outside world and purchases of domestic goods that 
matters. 

This argument gives rise to two general conclusions, one of them appeal- 
ing immediately to common sense, one of them slightly surprising. The 
first is that, given a country’s volume of international trade, a customs union is 
more likely to raise welfare the higher is the proportion of trade with the 
country’s union partner and the lower the proportion with the outside 
world. The second is that a customs union is more likely to raise welfare 
the lower is the total volume of foreign trade, for the lower is foreign trade, 
the lower must be purchases from the outside world relative to purchases of 
domestic commodities. This means that the sort of countries who ought to 
form customs unions are those doing a high proportion of their foreign trade 
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with their union partner, and making a high proportion of their total 
expenditure on domestic trade. Countries which are likely to lose from a 
customs union, on the other hand, are those countries in which a low pro- 
portion of total trade is domestic, especially if the customs union does not 
include a high proportion of their foreign trade. 


We may now pass to a very brief consideration of some of the empirical 
work. Undoubtedly a serious attempt to predict and measure the possible 
effects of a customs union is a very difficult task. Making all allowances for 
this, however, a surprisingly large proportion of the voluminous literature 
on the subject is devoted to guess and suspicion, and a very small proportion 
to serious attempts to measure. Let us consider what empirical work has 
been done on the European Common Market and the Free Trade Area, 
looking first at attempts to measure possible gains from specialisation. The 
theoretical analysis underlying these measurements is of the sort developed 
by Professor Meade and outlined previously. 

The first study which we will mention is that made by the Dutch econo- 
mist Verdoorn, subsequently quoted and used by Scitovsky.1 The analysis 
assumes an elasticity of substitution between domestic goods and imports of 
minus one-half, and an elasticity of substitution between different imports 
of minus two. These estimates are based on some empirical measurements 
of an aggregate sort and the extremely radical assumption is made that the 
same elasticities apply to all commodities. The general assumption, then, 
is that one import is fairly easily substituted for another, while imports and 
domestic commodities are not particularly good substitutes for each other.? 

Using this assumption, an estimate was made of the changes in trade 
when tariffs are reduced between the six Common Market countries, the 
United Kingdom and Scandinavia. The estimate is that intra~-European 
trade will increase by approximately 17%, and, when this increase is 
weighted by the proportion of the purchase price of each commodity that is 
made up of tariff and estimates for the reduction in trade in other directions 
are also made, the final figure for the gains from trade to the European 
countries is equal to about one-twentieth of one per cent of their annual 
incomes. In considering this figure, the crude estimate of elasticities of 
substitution must cause some concern. The estimate of an increase in 
European trade of 17% is possibly rather small in the face of the known fact 
that Benelux trade increased by approximately 50% after the formation of 
that customs union. A possible check on the accuracy of the Verdoorn 
method would have been to apply it to the pre-customs union situation in 
the Benelux countries, to use the method to predict what would happen to 


1 T. de Scitovsky, Economic Theory and Western European Integration (Allen and Unwin, 1958), 
pp. 64-78. 

2 Note also that everything is assumed to be a substitute for everything else; there are no 
relations of complementarity. 
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Benelux trade and then to compare the prediction with what we actually 
know to have happened. Whatever allowances are made, however, 
Scitovsky’s conclusion is not likely to be seriously challenged: 


“* The most surprising feature of these estimates is their smallness. 

. . - As estimates of the total increase in intra-European trade con- 

i t upon economic union, Verdoorn’s figures are probably under- 

estimates; but if, by way of correction, we should raise them five- or 

even twenty-five-fold, that would still leave unchanged our basic con- 

clusion that the gain from increased intra-European specialisation is 
likely to be insignificant.” ? 


A second empirical investigation into the possible gains from trade, this 
time relating only to the United Kingdom, has been made by Professor 
Johnson.? Johnson bases his study on the estimates made by The Economist 
Intelligence Unit of the increases in the value of British trade which would 
result by 1970, first, if there were only the Common Market and, second, if 
there were the Common Market and the Free Trade Area. Professor 
Johnson then asks what will be the size of the possible gains to Britain of 
participation in the Free Trade Area? His theory is slightly different from 
that of Professor Meade, but since it arrives at the same answer, namely that 
the gain is equal to the increased quantity of trade times the proportion of the 
purchase price made up of tariff, we do not need to consider the details. 
From these estimates Johnson arrives at the answer that the possible gain to 
Britain from joining the Free Trade Area would be, as an absolute maximum, 
1% of the national income of the United Kingdom. 

Most people seem to be surprised at the size of these estimates, finding 
them smaller than expected. This leads us to ask: might there not be some 
inherent bias in this sort of estimate? and, might not a totally different 
approach yield quite different answers? One possible approach is to con- 
sider the proportion of British factors of production engaged in foreign trade. 
This can be taken to be roughly the percentage contribution made by trade 
to the value of the national product, which can be estimated to be roughly 
the value of total trade as a proportion of G.N.P., first subtracting the 
import content from the G.N.P. This produces a rough estimate of 18%, 
of Britain’s total resources engaged in foreign trade. The next step would 
be to ask how much increase in efficiency of utilisation for these resources 
could we expect: (1) as a result of their re-allocation in the direction of their 
comparative advantage, and (2) as a result of a re-allocation among possible 
consumers of the commodities produced by these resources. Here is an 
outline for a possible study, but, in the absence of such a study, what would 
we guess? Would a 10% increase in efficiency not be a rather conservative 


1 Scitovsky, op. cit., p. 67. 
® H. G. Johnson, ‘‘ The Gains from Free Trade with Europe: An Estimate,’’ Manchester School, 


Vol. XXVI, September 1958. 
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estimate? Such a gain in efficiency would give a net increase in the national 
income of 1-8%. If the resources had a 20% increase in efficiency, then an 
increase in the national income of 3-6% would be possible. At this stage 
these figures can give nothing more than a common-sense check on the more 
detailed estimates of economists such as Verdoorn and Johnson. Until 
further detailed work has been done, it must be accepted that the best 
present estimates give figures of the net gain from trade amounting to some- 
thing less than 1% of the national income (although we may not, of course, 
have a very high degree of confidence in these estimates). 

When we move on from the possible gains from new trade to the question 
of the economic benefits arising from other causes, such as economies of scale 
or enforced efficiency, we leave behind even such halting attempts at 
measurement as we have just considered, Some economists see considerable 
economies of scale emerging from European union. Others are sceptical. 
In what what follows, I will confine my attention mainly to the argu- 
ments advanced by Professor H. G. Johnson.’ His first argument runs 
as follows: 


** It is extremely difficult to believe that British industry offers sub- 
stantial potential savings in cost which cannot be exploited in a densely- 
populated market of 51 million bowie with a G.N.P. of £18 billion, 


a aa when account is taken of the much larger markets abroad in 
which British industry, in spite of restrictions of various kinds, has been 
able to sell its products.* 


Let us make only two points about Professor Johnson’s observation. 
First, many markets will be very much less than the total population. What, 
for example, can we say about a product sold mainly to upper middle-class 
males living more than 20 miles away from an urban centre? Might there 
not be economies of scale remaining in the production of a commodity for 
such a market? Secondly, in the absence of some theory that tells us the 
statement is true for 51 and, say, 31, but not 21, million people, the argument 
must remain nothing more than an unsupported personal opinion. As 
another argument, Professor Johnson asks, “‘ Why are these economies of 
scale, if they do exist, not already being exploited?” * It is, of course, well 
known that unexhausted economies of scale are incompatible with the 
existence of perfect competition, but it is equally well known that unex- 
hausted economies of scale are compatible with the existence of imperfect 
competition as long as long-run marginal cost is declining faster than 


1 In singling out Professor Johnson, I do not wish to imply that he is alone in practising the 
sort of economics which I am criticising. On the contrary, he is typical of a very large number 
of economists who have attempted to obtain quantitative conclusions from qualitative arguments. 

* H. G. Johnson, ‘“‘ The Criteria of Economic Advantage,” Bulletin of the Oxford University 
Institute of Statistics, Vol. 19, February 1957, p. 35. See also “‘The Economic Gains from Free 
Trade with Europe,” Three Banks Review, September 1958, for a similar argument. 

3 Johnson, “‘ Economic Gains,”’ of. cit., p. 10, and “* Economic Advantage,” op. cit., p “35. 
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marginal revenue. Here it is worthwhile making a distinction, mentioned 
by Scitovsky,! between the long-run marginal cost of producing more goods, 
to which the economist is usually referring when he speaks of scale effects, 
and the marginal cost of making and selling more goods (which must include 
selling costs). This leads to a distinction between increasing sales when the 
whole market is expanding and increasing sales when the market is static, 
and thus increasing them at the expense of one’s competitors. The former 
is undoubtedly very much easier than the latter. It is quite possible for the 
marginal costs of production to be declining while the marginal costs of selling 
in a static market are rising steeply. This would mean that production 
economies would not be exploited by the firms competing in the market, but 
that if the market were to expand so that all firms in a given industry could 
grow, then these economies would be realised. 

Let us also consider an argument put forward in favour of economies of 
scale. Writing in 1955, Gehrels and Johnson argue that very large gains 
from economies of scale can be expected.* In evidence of this they quote the 
following facts: American productivity (i.e., output per man) is higher than 
United Kingdom productivity for most commodities; the differential is, how- 
ever, greatest in those industries which use mass-production methods. From 
this they conclude that there are unexploited economies of mass production in 
the United Kingdom. Now this may well be so, but, before accepting the 
conclusion, we should be careful in interpreting this meagre piece of evidence. 
What else might it mean? Might it not mean, for example, that the ratios 
of capital to labour differed in the two countries so that, if we calculate the 
productivity of a factor by dividing total production by the quantity of one 
factor employed, we will necessarily find these differences? Secondly, 
would we not be very surprised if we did not find such differences in com- 
parative costs between the two countries? Are we surprised when we find 
America’s comparative advantage centred in the mass-producing industries, 
and, if this is the case, must we conclude that vast economies of mass pro- 
duction exist for Europe? 

Finally, we come to the possible gains through forced efficiency. Busi- 
ness firms may not be adopting methods known to be technically more 
efficient than those now in use due to inertia, a dislike of risk-taking, a willing- 
ness to be content with modcrate profits, or a whole host of other reasons. If 
these firms are thrown into competition with a number of firms in other 
countries who are not adopting this conservative policy, then the efficiency of 
the use of resources may increase because technically more efficient produc- 
tion methods are forced on the business-man now facing fierce foreign com- 
petition. Here no evidence has as yet been gathered, and, rather than report 
the opinions of others, I will close by recording the personal guess that this 


1 Scitovsky, op. cit., pp. 42 ff. 
* Gehrels and Johnson, ‘‘ The Economic Gains from European Integration,” Journal of Political 
Economy, August 1955. 
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is a very large potential source of gain, that an increase in competition with 
foreign countries who are prepared to adopt new methods might have a 
most salutary effect on the efficiency of a very large number of British and 
European manufacturing concerns.? 


R. G. Lipsey 
London School of Economics. 


1 Milton Friedman’s argument that survival of the fittest proves profit maximisation notwith- 
standing (see Essays in Positive Economics, Chicago: University of Chicago Press, 1953). What 
seems to me to be a conclusive refutation of the Friedman argument is to be found in G. C. 
Archibald, ‘‘ The State of Economic Science,” British Journal of the Philosophy of Science, June 
1959. 





THE EFFECTS OF ACCUMULATION ON THE TERMS 
OF TRADE! 


Tue effects of the process of accumulation (as distinguished from those 
of completed accumulation) on the terms of trade are analysed in this paper. 
The analytical device employed is to regard a rise in the rate of accumula- 
tion as a shift of demand from consumer goods to capital goods at constant 
prices, The effects of completed accumulation on the terms of trade if 
accumulation continues at a steady rate are also considered. 

Model One. Assumptions: Two countries (Mancunia and Agraria), two 
products (engineering products and food), two factors (capital and labour), 
constant returns to scale in engineering, diminishing returns to scale in 
agriculture, production of both commodities in both countries, a higher 
capital—labour ratio in engineering than in agriculture at all product price 
ratios, given production functions and no “ inferior ” product in consumption. 

We suppose that engineering products can be used both for consumption 
and as capital goods, while food is only a consumer good. 

Initially there is equilibrium in production, consumption and trade with 
no investment in either country; engineering products are used only as 
consumer goods. 

It is assumed that Mancunia’s exportables are engineering products, while 
Agraria exports food. 

The citizens of Mancunia now decide to raise their stock of capital by 
installing part of the output of engineering products in new factories. If at 
the same time they reduce their use of engineering products for consumption 
by an equal amount without requiring any change in the relative prices of 
engineering products and food to induce them to do so, the terms of trade 
will be unchanged. 

It is, however, unlikely that Mancunians will reduce their consumption 
of engineering products alone at unchanged prices, to finance the investment 
they wish to undertake. It is reasonable to suppose that the cut in consump- 
tion will be divided between the two consumer goods, if prices remain the 
same. But if the reduction in the quantity of engineering products used 
for consumption in Mancunia is less than the quantity of these products 
diverted to investment, there must be a fall in the volume of engineering 
products offered to Agraria at constant prices. The terms of trade of 
Mancunia will improve, the change in relative prices resulting in increased 
output of engineering products and reduced use of these products for con- 
sumption in both countries. 


1 I am indebted to Mr. T. Balogh, Mr. J. Black, Mr. P. P. Streeten and Mr. J. Bhagwati for 
comments on a first draft. 
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Conversely, an attempt by the citizens of Agraria to raise their stock of 
capital must worsen that country’s terms of trade, unless the reduction of 
consumption required to finance the investment is confined to engineering 
goods. 

After the process of accumulation has been completed the terms of trade 
will be less favourable to Mancunia than in the initial situation. Professor 
Johnson ! has developed this point in his article on “‘ Economic Expansion 
and International Trade,” his argument being on the following lines. 
Suppose the product price ratio to remain the same after accumulation has 
taken place in (say) Mancunia. As the product price ratio is unchanged, 
factor proportions must be the same as before in each use. But this must 
mean a reduced output of the labour-intensive product, for an increased 
stock of capital can be employed with a given labour force and unchanged 
techniques only by a transfer of labour to the capital-intensive use. If the 
labour-intensive product is not an “ inferior ” good in consumption its rela- 
tive price must rise. The labour-intensive product being Mancunia’s im- 
portable, Agraria’s terms of trade must improve. 

As accumulation proceeds, the level of food output in the two countries 
taken together at any given product price ratio will fall steadily. Man- 
cunia’s terms of trade must therefore deteriorate and those of Agraria im- 
prove. But this trend may be slowed down or even reversed for a time as a 
result of increased levels of investment in either country. 

Model Two. Assumptions: Two countries (Mancunia and Agraria), 
two products (engineering products and food), two factors (capital and 
labour), constant or diminishing returns to scale in both engineering and 
agriculture, specialisation by Mancunia in engineering and by Agraria in 
agriculture, and no “ inferior ” product in consumption. 

We suppose once more that engineering products can be used both as 
capital goods and as consumer goods, while food is used for consumption 
alone. 

The effect of completed accumulation in Mancunia while Agraria re- 
mains stationary is to worsen Mancunia’s terms of trade, as has been shown 
by Professor Johnson.* For, by assumption of the absence of “ inferior ” 
goods, the citizens of Mancunia will want more importables at constant 
prices. Similarly, completed accumulation in Agraria will worsen that 
country’s terms of trade if Mancunia has remained stationary. 

The process of accumulation must improve Mancunia’s terms of trade 
and worsen those of Agraria. For, at constant prices, Mancunia will offer 
less exportables if accumulation is undertaken in that country and the 


1H. G. Johnson, International Trade and Economic Growth (London, 1958), Chapter III, pp. 
65-93. This is a revised version of his article on “‘ Economic Expansion and International Trade,” 
Manchester School of Economic and Social Studies, Vol. XXIII (1955), pp. 95-112. 

2 Ibid., Chapter IV, pp. 94-119. This is a reprint of his article on “ Increasing Productivity, 
Income-Price Trends and the Trade Balance,” Economic Jornunat, Vol. LXIV(1954), pp. 462-85. 
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reduction in consumption is not confined to engineering products; while 
Agraria will offer more exportables at constant prices if accumulation is 
undertaken there and the use of both products for consumption is sought to 
be reduced. 

Thus in this specialisation case both the process of accumulation and com- 
pleted accumulation in Agraria tend to worsen that country’s terms of trade, 
while Mancunia’s terms of trade tend to improve as a result of the process 
of accumulation there and to worsen when the accumulation is completed. 

Model Three. Assumptions: Three countries (A, B and C), three products 
(tools, cloth and food), two factors (capital and labour), constant returns to 
scale in the making of tools and cloth, diminishing returns to scale in agri- 
culture, production of all three products in all three countries, the capital- 
labour ratio higher in the tools industry than in the cloth industry and lowest 
in agriculture, no “ inferior” goods in consumption. 

We suppose that tools are capital goods alone while food and cloth are 
used only for consumption purposes. 

The products in which each country will have a comparative advantage 
will be determined by relative cost conditions. We suppose that country 
A’s exportables are tools and cloth and its importable food, that country B’s 
exportable is cloth and its importables tools and food, and that country C’s 
exportable is food and its importables tools and cloth. 

Three questions may be considered. First, what is the effect of com- 
pleted accumulation on the terms of trade of each country, if no further 
accumulation is undertaken? Secondly, what is the effect of the process 
of accumulation on the terms of trade of each country? Thirdly, what is 
the effect of completed accumulation on the terms of trade of each country, 
if tools continue to be made at a given rate to be used for further investment ? 

The answer to the first question is that with only cloth and food being 
made and a higher capital stock in at least one country, cloth must be cheaper 
in terms of food. The terms of trade of country A and country B will have 
deteriorated and those of country C will have improved. 

The second question is the effect on the terms of trade of each country 
of a shift in demand from cloth and food towards tools at constant prices. 
Tool-making being the most capital-intensive industry, the ratio of capital 
to labour is reduced in all uses. Wages fall relative to the rate of interest. 
Cloth will be dearer in terms of food, and tools will be dearer in terms of 
cloth. Country A’s terms of trade will improve, those of country C will 
worsen and the effect on country B’s terms of trade is uncertain. 

With regard to the third question, we must conclude that country A’s 
terms of trade will deteriorate and country C’s terms of trade will improve, 
while the effect on country B’s terms of trade is uncertain. The reason is 
that the ratio of capital to labour must be raised in all uses if the output of 
food or cloth is not to be reduced, and the consequent rise in wages relative 
to the rate of interest will cheapen products in order of capital intensity. 
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Model Four. Assumptions: As in Model Three, except that the capital-— 
labour ratio is now assumed to be always higher in the cloth industry than 
in the tool industry, and higher in the tool industry than in agriculture. 

Once more, tools are capital goods and food and cloth are consumer goods. 

We continue to assume that relative cost conditions are such that country 
A’s exportables are tools and cloth and its importable food, country B’s 
exportable is cloth and its importables tools and food, and country C’s ex- 
portable is food and its importables tools and cloth. 

As in Model Three, completed accumulation must cheapen cloth in 
terms of food if no further accumulation is undertaken. The terms of trade 
of country A and of country B will deteriorate, while those of country C will 
improve. 

We cannot now indicate the directions of change in relative prices as a 
result of the process of accumulation, irrespective of the relative declines 
in the demands for food and cloth at constant prices. The making of tools 
being intermediate in capital intensity, the capital—labour ratio in each 
industry may either rise or fall as a result of a diversion of demand to tools at 
constant prices. The greater the fall in cloth consumption relative to food 
consumption at constant prices in order to buy tools, the more likely it is 
that the capital—labour ratio in each industry will rise, and vice versa. Let 
us call a rise in capital-labour ratios case X, and a fall in capital—labour 
ratios case Y. Under case X, cloth becomes cheaper in terms of tools, and 
tools fall in price relative to food. ‘The terms of trade of country A and of 
country B deteriorate, while those of country C improve. Under case Y, 
cloth is dearer in terms of tools and tools rise in price in terms of food. The 
terms of trade of country A and of country B improve, while those of country 
C deteriorate. 

Completed accumulation will reduce the price of tools in terms of food 
when tools are produced at a given rate, and the relative price of cloth in 
terms of tools will also fall. The terms of trade of country A and of country 
B will deteriorate and those of country C will improve. 

The effects on the terms of trade of each country of the process of accumu- 
lation and of completed accumulation with tools being produced at a given 
rate may be summarised as follows, J denoting an improvement, D a 
deterioration and U an uncertain effect: 





Effect of completed 
accumulation. 
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While in Model One the process of accumulation improved the terms of 
trade of Mancunia and worsened those of Agraria, we now have the in- 
teresting possibility, due to the introduction of a third country and com- 
modity, that the terms of trade of country A (which corresponds to Man- 
cunia) may worsen and those of country C (which corresponds to Agraria) 
improve both as a result of the process of accumulation and of completed 
accumulation. 

Relatively little can be said regarding the direction of change in country 
B’s terms of trade on the basis of this taxonomic approach, which does not 
take into account the relative quantities of tools and food imported into that 
country. On the Model Three assumption that tool-making is more capital 
intensive than cloth-making, the process of accumulation will tend to worsen 
country B’s terms of trade if it is itself accumulating rapidly and therefore 
importing mostly tools and little food. On the other hand, completed 
accumulation abroad will, on these assumptions, be beneficial to country B. 
If country B is growing slowly, and therefore importing mostly food and few 
tools, it will benefit from the process of accumulation abroad, but will be 
worse off when the new equipment comes into use. On the Model Four 
assumption regarding relative factor intensities, the direction of movement 
of the terms of trade of country B as a result of the process of accumulation 
and of completed accumulation is, of course, determinate without reference 
to the relative importance of tools and food in the country’s imports. 

Model Five. Assumptions: Three countries (A, B and C), three products 
(tools, cloth and food), constant or diminishing returns to scale in each 
industry, specialisation by country A in tools, by country B in cloth and by 
country C in food. 

The process of accumulation must improve country A’s terms of trade, 
for more of its product will be demanded at constant prices. The effect on 
the terms of trade of country B and of country C is uncertain, and will 
depend on the changes in demand for food and cloth at constant prices. 

Completed accumulation must worsen the terms of trade of the country 
in which accumulation has taken place, if the other two countries have 
remained stationary. The only exception is when the country whose output 
has risen wishes to raise its consumption of the commodity in which it 
specialises by as much or more than the increment in output, at constant 
prices. For this to happen in country B or country C, the imported con- 
sumer good must necessarily be inferior in consumption; while in country 
A the resources devoted to investment at constant prices must rise by at least 
the same extent as the increase in output. 

V. K. RaMaswami 
Balliol College, 
Oxford. 





BUILDING CYCLES: A REGIONAL MODEL AND ITS 
NATIONAL SETTING? 


I 


IN recent accounts of economic growth considerable prominence has been 
given to the building cycle,* but in the twenty years that have elapsed since 
H. W. Robinson* attempted to examine its mathematics, and Derksen 
published his econometric model,‘ there has been no attempt to treat the 
cycle to a rigorous examination similar to that which has so often been 
accorded to the more famous (but perhaps less important) trade cycle. This 
paper is intended as a first step in that direction. 

The comparisons of investment in Britain and the United States made 
by writers such as Thomas and Cairncross ® were hampered by the rather 
inadequate British data. In 1955 Bernard Weber reduced this inadequacy 
by publishing an index of building activity based on house-plans approved 
in thirty-three large towns.* Shortly afterwards an index of house-building 
activity in the South Wales coalfield, based on data collected for thirty-seven 
towns by Hamish Richards appeared,’ and in presenting this the authors 
pointed out that for a considerable period the South Wales index was moving 
inversely to Weber’s index. A more careful examination of the data for the 


1 Parts of this paper have benefited from criticisms by Professors C. F. Carter, H. G. Johnson, 
J. Johnston and Brinley Thomas, and by the members of the Advanced Economics Seminar at 
Manchester University and the Joint Oxford~London—Cambridge—Manchester Economics Seminar. 

® See, for example, Brinley Thomas, Migration and Economic Growth (1954), in which the inverse 
fluctuations in British and American growth are related to building cycles and population move- 
ments, and R. C. O. Matthews, The Trade Cycle (1959), which places these ideas in the setting of 
economic fluctuations more generally. The idea of inverse building cycles was, I believe, first 
pointed out by E. W. Cooney, “ Capital Exports and Investment in Building in Britain and the 
U.S.A.,”” Economica, N.S., Vol. XVI, No. 64, November 1949, pp. 347-54, but it was left to Thomas 
to develop an adequate theory, of which the main parts appeared in ‘* Migration and the Rhythm 
of Economic Growth, 1830-1913,’ The Manchester School of Economics and Social Studies, Vol. XIX, 
No. 3, September 1951, pp. 215-71. See also D. J. Coppock, “* The Causes of Business Fluctuation,” 
Manchester Statistical Society, 1959. 

3 H. W. Robinson, The Economics of Building (1939). 

* J. B. D. Derksen, “‘ Long Cycles in Residential Building: An Explanation,” Econometrica, Vol. 
8, April 1940, pp. 97-116. 

5 A. K. Cairncross, Home and Foreign Investment 1870-1913 (1953). 

* B. Weber, “‘ A New Index of Residential Construction and Long Cycles in House-Building in 
Great Britain, 1838-1950,” Scottish Journal of Political Economy, 1955, pp. 104-32. 

Unfortunately, Weber died before he was able to complete his very important work. Professor 
Cairncross has placed his papers at my disposal, and a selection from them is appearing in the 
Scottish Journal of Political Economy. Much of the argument in this first section of the paper is 
based on an analysis of Weber’s unpublished data, and there are suggestions here and there that 
he himself was about to study the local and regional variations more closely. 

7 J. Hamish Richards and J. Parry Lewis, ‘‘ House-Building in the South Wales Coalfield 1851- 
1913,” The Manchester School, September 1956. 

No. 279.—VOL. LXx. MM 
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various Welsh towns and for Weber’s large towns! has convinced me that 
unless attention is paid to the local origins of a building cycle, the con- 
clusions reached through arguing in aggregative terms may be quite invalid. 
This is not a new point; with varying degrees of emphasis it has been made 
by Buckley,? Bowen,* Bowley,* Derksen,® and Cairncross,* to name only a 
few, but some of those who have made it have proceeded to ignore it, or to 
minimise its importance. The comparison of aggregates is always tricky, 
and it is easy for a comparison of a national rent index with a national 
building index to suggest a relationship quite different from that existing in 
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any of the towns included in these indices, but there is a more empirical 
reason for examining the cycle regionally, or even locally, and that is that 
the course of house building differed tremendously from town to town. 
There were, of course, some towns in which building behaved in much the 
same way as in others. London and Liverpool, for example, revealed much 
the same cyclical pattern from about 1870 onwards; but between other 


1 These overlap slightly. Sixty-seven different towns had been examined when this paper was 
written. During the last few months I have obtained series for several more towns in the Man- 
chester area. An analysis of them supports the conclusions of this paper. 

* K. Buckley, Capital Formation in Canada, 1896-1930 (1955), pp. 37-9. 

* I. Bowen, “ Building Output and the Trade Cycle (1924-38),”” Oxford Economic Papers, No. 3, 
February 1940, p. 110. 

« M. Bowley, ‘Some Regional Aspects of the Building Boom, 1924-36,” Review of Economic 
Studies, Vol. 5, 1938. 

5 Derksen, loc. cit., p. 100. 

* Cairncross, op. cit., p. 11. 
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towns there were marked contrasts. From 1875 until 1908 there was an 
almost perfect inverseness between Liverpool and the South Wales coal and 
iron port of Newport. Coventry had a major upswing from 1892 until 1908, 
while Gloucester had a major downswing from 1895 to the First World War. 
Glasgow had a large uninterrupted upswing from 1865 until 1876, followed 
by a downswing which was almost at bottom in 1879 and then a trough of 
five years before a slow upswing; but Burton on Trent fell from 1866 until 
1870, and in 1873 rose to peak in 1879, followed by a downturn that reached 
bottom in 1885. The list could be continued,! but enough has already been 
said to demonstrate the existence of important local variations, which were 
more marked at some times than at others. 

The model presented in this paper has arisen out of this examination of 
local data. Its relevance to a national model, and some reasons for the 
regional differences we have just described, will be discussed in the final 
section of the paper. The section about to follow presents the model in 
terms of comparative statics, and the third section develops a dynamic version 
of this. Throughout, the mathematics has been reduced to a minimum, 
although a great deal of it lies behind the analysis. 


Il 


The basic idea in the model is a simple one. We imagine a coal-mining 
region in which everybody is engaged either in mining coal for export or in 


building houses. Food and other goods and services are imported. Because 
of a large external demand for coal, there is full employment. For the time 
being we shall assume that the population is fixed and that the general price 
level of goods other than coal remains constant. These assumptions will 
later be relaxed. We may think of the houses as being built by an absent 
landlord for non-philanthropic motives. 

Although it is not necessary to do so, we may start from an equilibrium 
position in which the rate of supply of coal matches the rate of demand and 
there are no vacant houses. Some builders are engaged on repairs, and 
there is a steady supply of new houses just sufficient to meet the demands 
arising out of ageing families and similar factors.* Suddenly a change in 
external factors, such as a technical revolution abroad, results in an increased 
demand for coal. This can be met only by employing more colliers, and 
these can be attracted only by offering higher wage-rates. Because there is 
full employment, an increase in the number of colliers causes a decrease in 
the number of builders, and hence in the supply of new houses; but at the 


1 The differences will be discussed in more detail in a book embodying Weber’s researches 
and my own which will appear over our joint authorship. 

® It is possible to specify a more satisfactory equilibrium growth line, rather than an equilibrium 
level, but since the purpose of this comparative statics model is to provide an introduction to the 
dynamic model that follows, there is little point in doing so. 
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same time the increased wage-rates stimulate the demand for houses, for now 
people can afford better accommodation, families living together can afford 
houses of their own and young men can afford to get married. Thus, the 
attempt to meet the increased demand for coal decreases the supply of houses 
at a time when it also increases the demand for them. We now consider 
more precisely how this happens, and whether equilibrium will be restored. 

We shall suppose that the demand for coal (D*) is a function of its price 
(p) and some external conditions which may be summarised by the variable 
X. The demand curves relating D* to p for various external conditions (X,, 
X,, etc.) are shown in the first part of the diagram, in which demand is 
measured along OA and increasing prices in the (backwards) direction OB. 

Without inquiring into the precise mechanism relating the price of coal 
(p) and miners’ wage rates (w°), we may suppose that the actual relationship 
between them is one such as that shown in the second part of the diagram, in 
which increasing coal wages are measured down OC. This, of course, 
assumes that all other factors (such as profits and overhead costs) either 
remain constant or bear a simple functional relationship to wage-rates. We 
may think of wages and prices as being pegged to each other. 

The supply of coal depends on the number of miners, and is shown in the 
third part of the diagram. Supply (S*) is measured along OA, and the 
number of miners along 00", where the length OO! represents the total 
(fixed) labour force. 

The number of miners forthcoming out of a fixed population will depend 
on the wage-rates offered in the two industries. For any given level of 
wage-rates in building (e.g., w’,) there can be drawn a curve such as the 
uppermost of those in the fourth part of the diagram, relating the number of 
miners to the variable coal wage-rate (w°) measured down OC. For a 
higher wage-rate in building (w®,) the same number of miners will be forth- 
coming only if a higher coal wage-rate is offered, and so we may have a 
family of curves, as shown. 

At any instant the position in the coal market may be read off from the 
diagram. When external conditions are at the level X, there is a demand 
for an amount OX of coal, at a price OH. The point on the demand curve 
isG. When the price is OH the point on the price-wages curve is L, and this 
shows the corresponding wage along OC. At this wage the number of 
miners forthcoming if the building wage is w®, will be prescribed by the point 
N, and will be OP. The amount of coal supplied will thus be given by PQ, 
which is equal to OR. Since R is lower than KX, there is excess demand. To 
reduce this the coal-owners put up the price of coal and G slides downwards 
to the left. KX becomeslower. But the point LZ also moves to the left, indicat- 
ing an increase in the coal wage-rate. Consequently N slides downwards to 
the right, and the point P, moving along 00", indicates an increasing number 
of miners. The point Q moves to the right and upwards. Thus the point K 
falls, while R rises, and there is a movement towards equilibrium. 
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Yet, as we have seen, this movement is not independent of the housing 
market, which we must now consider. The number of builders is easily 
obtained, since it is the total labour force (OO") less the number of miners 
(OP)—1.e., itis O'P. If we consider a fixed number of builders to be engaged 
on repairs we can draw a supply curve for new houses as shown in the third 
part of the diagram. 

Although it is possible to draw another family of curves in the fourth part 
of the diagram to show the relationship between builders’ wages and supply 
of builders, it is unnecessary, since the existing curves already show this. 
The point N corresponds to two wage-rates, w°, (measured along OC) and 
w?, (associated with the curve on which N lies), and defines both the number 
of miners (OP) and the number of builders (O?P). No more is necessary. 
We may also note that a point such as N!, corresponding to a quite different 
pair of wage-rates (both lower than at N) has the same effect on the distribu- 
tion of the labour force. 

The demand for new houses, with a fixed population, will depend on 
incomes ! and on rents. At any given rent the demand will increase with 
income, and so we may have a family of demand curves as shown in the 
fifth part of the diagram, in which rent is measured along O’D. The incomes 
(Y) will, of course, depend on the wage-rates and the distribution of the 
labour force between the two industries. 

Finally, we consider the relationship between rents and building wages. 
Grebler, Blank and Winnick have pointed out that it was partly because 
wages formed such a high proportion of total costs in building that building 
prices rose twice as much as average wholesale prices during the period 1890- 
1950 in America.? Buckley has analysed the position in Canada for 1926- 
30 and found that “‘ about 50% of the expenditure on structures emerged as 
direct income widely dispersed among domestic factors.” * The rest of the 
expenditure went on raw materials and supplies, and after examining the 
labour costs in these he concluded that in all, about “‘ 85 to 90% of a dollar 
spent on structures from 1926 to 1930 became domestic factor income.’’ * 
In this model we are going to assume, for the moment, that building wage- 
rates completely specify rents by a curve such as that shown in the sixth part 
of the diagram.* Here the building wage-rate is measured down O1F. To 
each point on Ol there corresponds a complete curve of the family in the fourth 
part of the diagram. (The intersection with any of these curves of a line 

1 In strict terms we should consider not the regional income but the incomes of those people 
who require new houses. Buckley has emphasised that a sharp recession in national income may 
leave the incomes of the house-demanding group unaffected (op. cit., p. 51). This is one of the 
many important points in which a national model must differ from the regional model here pre- 
sented; indeed, even here this point is not irrelevant. 

* L. Grebler, D. M. Blank and L. Winnick, Capital Formation in Residential Real Estate (1956), 
pp. 126-8. 


® Buckley, op. cit., p. 36. 
* Those who feel unhappy about this may think of all the houses being built out of local stone 
and timber obtained by “ builders” who are paid the same rate as those who use it. 
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drawn to the left from U would have no meaning. Since we have decided 
to have a separate curve for each w’, the scale marked on OF is relevant to 
only the sixth part of the diagram.) 

We may now complete our examination of the comparative statics model. 
When the supply of coal is OR there are OP miners and O'P builders. These 
builders supply PT new houses. The existing wage-rates, specified by N, 
are w°, and w’,. At a wage-rate w*,, which may be represented by 0'U, the 
rent is specified by the point V, and is OW. At this rent, and at the income 
corresponding to these wage-rates (say Y;), the demand for new houses is 
WX, which may be compared with the supply PT. 

Now it is quite easy to draw this diagram in such a way that both the coal 
and the house market are in equilibrium, but we must then consider what 
happens when external circumstances change and X jumps from X, to X,. 
The new demand at the existing price becomes HZ, instead of HG, and this 
far exceeds supply. The mechanism just described starts to reduce demand 
and to increase supply; but it puts up the coal wage-rate, and this shifts the 
demand curve for new houses. One repercussion of this is that landlords 
put up builders’ wages in an attempt to prevent the exodus into mining, or 
even to attract miners into building. Rents rise with building wages, but 
so do incomes, and so there are forces at work both to decrease and to in- 
crease the demand for houses. It is possible that there will be some dis- 
tribution of wages that will restore equilibrium in both sectors of the economy ; 
but this may involve either more or fewer miners than previously. It is quite 
possible to adjust the slopes of the curves, or to work it all out in quite general 
terms mathematically, when certain conditions under which equilibrium can 
be restored will be obtained, but it is unnecessary to do this in order to see 
the truth of assertion that a second equilibrium position may not be possible 
without adjustments of a kind we have temporarily assumed away. As a 
step towards the dynamic model we now consider three of these. 

One possible way of restoring equilibrium in the housing market when 
the main consideration is to meet the increased demand for coal is to adjust 
other prices upwards, so that demand for new houses falls. This can be 
shown in the diagram either by thinking of Y as a measure of real income,! or 
by thinking of another axis through O! perpendicular to the plane of the 
paper, with other prices measured along this. The Y curves then become 
surfaces. It would be possible to relate price changes to the level of incomes, 
or to any other factor. 

There are, however, two rather more important possibilities to be con- 
sidered. One of these is that landlords’ profits, or perhaps the rate of 
interest, may rise, so that any given building wage-rate now corresponds to a 
higher rent (and therefore a lower demand). This can be shown by shifting 
the curve in the sixth part of the diagram to the right. 

Another possibility is that there will be immigration. This is also shown 

1 Le., monetary income deflated by a price index that excludes rent. 
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very easily in the diagram. Instead of letting OP represent the number of 
miners, let it represent the proportion of the total labour force (00") engaged 
in mining, so that O'P represents the proportion engaged in building. Then 
the effect of immigration on supply (under the assumption of continued full 
employment) will be simply to lift the supply curves, so that the points Q 
and 7 corresponding to a fixed proportion OP of miners will rise. We may 
assume that, say, a 10% increase in population will lift both of the supply 
curves by approximately this same percentage; but the demand for new 
houses will go up by much more, since most of the immigrants will now need 
them, whereas most of the original population was already housed. Thus 
the immigration, vastly increasing the demand for houses, may result in a 
tendency for P to shift to the left, so that a greater proportion of the total 
population become builders, to satisfy this great demand; but the increase 
in population more than makes up for the fact that a smaller proportion of it 
is engaged in mining, and total coal supply will be higher than before, pos- 
sibly, even at a lower wage-rate and price. All of this may be worked out 
diagrammatically or mathematically. The immigrants, of course, may be 
thought of as coming from an adjacent region which has, say, only cotton and 
building industries; and now a second diagram may be envisaged, similar to 
the one we already have, in which the supply curves have fallen because of 
the emigration. The magnitude of the migration could be related to wage 
differences between the two regions fairly easily by making the diagram three 
dimensional. 

At this stage, however, we have reached the useful limit of our model 
and, having demonstrated the kind of mechanism we have in mind, turn to a 
dynamic version of it embodying lags and slightly different assumptions. 


III 


The broad ideas of our dynamic model are similar to those we have just 
discussed, although the detail of the assumptions will be rather different. In 
particular, we shall assume the existence of a number of linear relationships 
in place of the more general curves illustrated in the diagram. Towards the 
end of this section we shall briefly examine how the solution will be affected 
by departures from linearity. 

We shall suppose that the rate of (export) demand for coal (D*) is a 
linear function of its price (p) and of an external variable X, given by 


LY Sere (1) 


In this and all subsequent equations we are considering dated variables, 
which should be written as D*,, X,, etc., but are presented without their 
subscripts for ease of reading. The coefficients a and 6 are constant, a being 
negative but 6 positive. This equation corresponds to the first part of the 
diagram where the curves are replaced by straight lines, 
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By assuming constant marginal and average productivity we may write 
the rate of supply of coal (S*) as a constant multiple of the number of 
miners (n°) : 

S° = cn? poopie jo LIND 


This corresponds to the third part of the diagram. 

An increase in demand can be met only by increasing the number of 
miners. We shall suppose that wages and total population are always 
adjusted in such a way that the rate of increase of the number of miners (i) 
is proportional to the difference between the existing number (n°) and the 
number required to produce coal at the target rate, which will be some 
multiple of current demand. This required number will be denoted by 
gD* (g = constant >0). Mathematically this may be put as 


w= —d(m—gD*) . . ... . (3) 
where d is a numerical constant, and indicates the speed of response of the 


number of miners to demand for coal. It is such that in a time of > the 


necessary adjustment in the number of miners has been about two-thirds 
completed. There is no equivalent of this dynamic equation in the static 
diagram. 

This adjustment depends on the wage-rates and on the way in which the 
total labour force (P) is behaving. We may think of the rate of increase in 
the number of miners as being some multiple v of the rate of increase of the 
labour force (P), plus some weighted difference of the wage-rates in the two 
industries : 

ft’ = (uw* — Aw) + vP 


This may be re-written as: 
we = (a + Aw? — vP)/p ee 


which shows the level at which the coal wage-rate must be set in order to 
produce a given rate of increase of miners when the building wage-rate and 
the level of population increase are given. It is equivalent to the fourth part 
of the diagram. 
Both wages and the state of the market are assumed to affect the coal 
price (p). We write 
pwef(De—S)+hie. . . . ~~ (5) 


where f and 4 are numerical constants. An excess demand will cause a price 
increase; so will increasing coal wages. The wage part of this relationship 
is indicated by the second part of the diagram. 


4 See R. G. D. Allen, Mathematical Economics (1956), pp. 26-8. 
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The approach to housing must be slightly different, for here our assump- 
tion implicit above that coal stocks ! can be disregarded has no justifiable 
parallel. We have to consider the total demand for houses (D*). This will 
be related to population, rents (R) and incomes. Chiefly for mathematical 
convenience we are going to identify income fluctuations with changes in the 
coal wage-rate, and write our total demand for housing as 


Di=aP+BR+yw. .... . (6) 


This is not a gross violation of the truth. We can expect building wages to 
be pretty highly correlated with coal wages, and most of the labour force to 
be miners. Alternatively, we can suppose the new builders are always old 
miners who are already adequately housed, and that the incomes of the people 
who seek new houses are derived from coal. This is not a thoroughly satis- 
factory approach, but it is a reasonable way of avoiding the complicated 
income term (n°w? + n°w*)/(n® +- n°) which we would otherwise have to 
consider. We can expect « and y to be positive but 8 to be negative. This 
relationship corresponds to the fifth part of the diagram. 

Since S® denotes the total stock of houses, the rate of supply must be $°, 
and we assume that this is a constant multiple of the number of builders: 


ee ee a ee ee 


This assumes that a constant proportion of the total number of builders is 
engaged on repairs. The third part of the diagram corresponds with this 


equation. 

As in the case of coal, we shall assume an exponential lagged response of 
building employment to current needs, which are here given by the excess 
demand D? — 5S, i.e., we assume that 


i? = Or —g(DP—S)) . . . . . (8) 


where @ is the speed of response and ¢ is related both to the productivity of a 
builder and to the relationship of the target programme to current excess 


demand. 
The wage-rate necessary to attract this rate of increase of n’ is given by an 


equation similar to equation (4), namely: 
w= P+ pw —-(l1—vyP. . . . . 9) 


where, of course, equations (8) and (9) combined satisfy the requirement that 
nv + n° = P. 

Wage-rates in building affect rents. So does excess demand or supply. 
We shall represent this relationship by the equation: 


R-—ow =piDP—®)..... . (10) 


1 If coal stocks are taken into account the main form of the solution is only slightly different; 
but in the kind of economy we are considering there is no harm in treating them as more or less 
constant. 
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In this equation the left-hand side may be taken as representing the rate of 
increase of landlords’ profits. The coefficient o may embody the rate of 
interest, and R — ow? will be the difference between current rents and some 
multiple of current costs.1_ This equation, then, says that the rate of increase 
of landlords’ profits is proportional to excess demand, and so seems to ignore 
the well-known stickiness of rents. It will be modified later. It replaces 
the relationship in the sixth part of the diagram. 


We thus have ten equations. Our variables are twelve: 
D*, p, X, S*, n°, w°, w’, P, D®, R, n’, S® 


We take X and P to be exogenously determined, leaving ten equations and 
ten endogenous variables. Later we shall add another equation and give P 
an endogenous component. 

By successive elimination of the endogenous variables it may be shown 
that these equations lead to a single equation expressing house-building as a 
function of population and the exogenous factor in coal demand, viz., 


5[ 8 + HS + Ki] = LP + MP + NP+T7X . (11) 


where G, H, K, L, M, N, T are algebraic functions of the coefficients a, 5, 
. a, 8, y ..., and are given in the Appendix. In interpreting this 
equation we should note that S$? is the current rate of supply of houses. It 
will be simpler if we replace this by 5n’ and think, instead, of employment in 
building rather than of rate of supply. We then have the equation 


Gi? + Hn? + Kn? = LP + MP+4+NP+TX . . (12) 


whose solution we may now examine. 

This equation is a second-order differential equation with constant co- 
efficients. Its solution falls into three parts.*_ There is a component arising 
out of the characteristic equation obtained by writing the left-hand side 
equal to zero. To this must be added two other components, one arising 
out of the P terms and one out of the X term. Before considering the 


1 Originally I used a different form for this equation, involving historic cost, but Mr. W. Peters 
convinced me that the formulation I have used is economically def :nsible as well as mathematically 
easier. The introduction of historic cost consisting of f{w*dt over the period of building leads to a 
mixed differential-difference equation as a solution. The characteristic equation of this is identical 
with that of Minorsky’s equation. (See N. Minorsky, ‘‘ Self-excited Mechanical Oscillations,” 
Journal of Applied Physics, Vol. 19 (1948), pp. 332-8.) The last chapter of E. Pinney, Ordinary 
Difference-Differential Equations (1958) is devoted to a partial solution of the characteristic equation, 
which may be written in its general form as 

he + 2 th + wy + 2 gu. = 0 
where r, w and g are not to be confused with anything in the above text.) 

® The reader who is unfamiliar with differential equations may nevertheless be able to follow 
the argument if he takes a little on trust. He may also consult R. G. D. Allen, op. cit., Chapter V, 
or my own book, An Introduction to Mathematics for Students of Economics (1959), Chapter XXV. 
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characteristic equation we may look briefly at the components arising out of 
the exogenous variables P and X. 

Let us suppose that the population P consists of a fixed element I and an 
element that grows sinusoidally in waves of period 27/p. Then it may be 
represented by 


P =I + ab! sin (pt — ¢) 


It can be shown by the usual operational methods that in this case the value 
of n° obtained by solving the above equation will contain a similar growth 
term, also exhibiting sinusoidal fluctuations of period 27/p, although the 
amplitude and phase may differ. 

A similar point may be made about the factor X. 

We thus have the important result that if, for example, conditions abroad 
cause the demand for coal at a given price to oscillate sinusoidally, or to grow 
in either a smooth or oscillating exponential growth, then the cycles and 
growth exhibited by X will be reflected in building, although possibly other 
parts of the solution will tend to obscure these movements. If, in addition, 
population pressure abroad causes waves of emigration whose causes are 
nothing to do with the region we are studying, then these waves will cause 
a wave of the same period in building. It may here be pointed out that if 
the population has a natural growth of the form gp’ as well as a superimposed 
oscillatory growth ab’ sin (pt — «), then the same features will again be 
reflected in building. The timing and amplitudes of these movements will 
depend upon the values of G, H, K, L, M, N and T, and therefore on the 
values a,b,c ...a,B,y... 

Before examining what happens when immigration is related to wage- 
rates we may look at the characteristic equation 


Gi® + Hn’ + Kn’? = 0 


This equation will give a component of n° whose nature will depend on 
the roots of the equation 


Gp + Hp +K=0 


If these roots are real, i.e., if H®? > 4GK, then there will be no oscillations in 
this part of the solution. Instead there will be (in general) two exponential 
terms which may be damped or explosive. On the other hand, ifH?< 4GK 
the solution will produce oscillations. Before examining these further we 
may sum up the course of building given by the complete solution of the 
equation (12). Building will have three additive components: 


(1) A component due to population movements, which will reflect 


both growth and cycles, the latter with unchanged period. 
(2) A component due to external demand factors, of which the 


same can be said. 
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(3) Acomponent arising out of the internal structure of the economy, 
which may be damped or explosive, and which may be cyclical. 


The question that immediately occurs is whether the cycles that may arise 
out of the internal structure of the economy are likely to be of a period 
similar to that of observed building cycles, i.e., around 18 or 20 years. Just 
to see what does happen we may give a, b,c... a, 8, y . . . numerical 
vaiues that seem to be fairly plausible. By defining our units correctly we 
may conveniently put several of these constants as unity. Others can be 
guessed from general considerations. It seems reasonable, for example, to 
put o = 1-05 if wages are the only building cost, for o is clearly related to the 
rate of interest. Other constants, such as p, are less easy to guess, but they 
must at least have values that are tolerably compatible with each other. 
The values put forward very tentatively were 


= —05,b=le=Ilg=1l,p=—1,A = 1-25, » = 0-75, f = 0-2, 


0-6, « = 0-75, 8 = —0-25, y = 0-5, 5 = 0-2, d = 0-2, o = 1-05, 
p = 0-025. 


Two parameters, the speeds of response, dand@ remain. We may define our 
time unit so that the speed of response in the coal industry is unity. A factor 
often put forward as a partial cause of the length of the building cycle is the 
sluggishness of the industry, and the slowness of its response to demand. 
Taking this into account, we will assume that @ = 0-25—i.c., that the 


industry responds to change only a quarter as fast as does coal. If we insert 
these guesses in the characteristic equation we will obtain a cycle of period 
224 time units, where the time unit, defined by d = 1, is two-thirds the time 
taken by the coal industry to adjust its labour force to demand. If we 
hazard the further guess that this is one month we find that there is a cycle 
whose period is 18-7 years. 

It cannot be claimed that the possibility of a regional building cycle 
arising quite independently of population changes and external factors has 
been proved by this piece of lucky guessing; but at least it gives us something 
to think about. There appear to be grounds for testing the validity of our 
basic equations econometrically, and for estimating the parameters involved 
in them. If, however, these guesses happen to be true, then it is equally true 
that this endogenous cycle is heavily damped, being prefaced by a term 
e-107%, After a complete cycle lasting 224 units the amount of building is 
of the order of 10° of the amount at the same stage of the previous cycle.’ 

There are three further points to be made. One is that an examination 
of the detailed solution shows that the smaller is @ (i.e., the more sluggish is 
building), the longer does this endogenous cycle become. Eventually, by 
becoming infinitely long, it ceases to be a cycle and passes into an explosion. 


1 This is in broad agreement with Derksen’s finding that an autogenerated building cycle would 
be heavily damped in the absence of shocks. 
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This brings us back to the previously mentioned possibility of an explosive 
solution. It is one that need not worry us, for, since it arises out of the 
characteristic equation (with the right-hand side replaced by zero), it is also 
part of the solution that would arise if there were a stationary population and 
external demand, and in such a case an explosion in building would clearly 
be impossible. The point is that once building absorbs the major part of the 
labour force, the representation of income by w* can no longer be justified. 
Furthermore, even if the linearity of the equations is accepted, it is likely that 
under the extreme conditions that would arise the parameters would change 
their values from the constant ones we have assumed; and these new values 
would be such as to prevent the explosion from continuing. There is a ceil- 
ing imposed by physical limitations. 

The remaining point concerns the stickiness of rents, so often produced 
as a partial explanation of the cycle. These can be introduced into the 
model by altering the value of p, and even making it zero or negative when 
supply exceeds demand. The exact effect of this will depend on the values 
of the other coefficients, but in all the cases I have examined it has had the 
effect of lengthening the cycle. 

The guesses made at the various coefficients have given the endogenous 
cycle a period that agrees well with observations, but, as we have seen, it is 
very quickly damped out of existence and cannot, even if it is right, be 
seriously considered to have any importance beyond the first few years. On 
the other hand, it is possible that some other choice of coefficients, supported 
by sticky rents, may produce a cycle of similar period that is much less 
heavily damped. Despite this, heavy damping seems to be a more plausible 
course of events in an economy of the kind we are considering when looking 
at this characteristic equation. With a constant population and external 
demand it does not seem likely that workers will move to and fro from coal to 
building without settling down to some approximate equilibrium long before 
eighteen years have passed. 

Thus, unless a closer examination of this model reveals a greater likeli- 
hood of undamped cycles than I have yet found, it seems that if the region 
is to have a long cycle in its building activity, then that must come from 
fluctuations in P or X. 

Now clearly immigration is likely to be related to wage-rates, and we can 
work this into the model by writing, as a simple case 


P=f1 + mw 


This stipulates that the rate of increase of total population (P) is given by an 
exogenous rate (II) plus an amount that is proportional to the coal wage-rate. 
It could be argued that we should consider the difference between the coal 
wage-rate and the wage-rate in the country of emigration, but this can be 
allowed for by incorporating this other (exogenous) wage-rate in fi, The 
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point is that part of P has an exogenous cause (including foreign wage-rates), 
and part an endogenous cause. 

If we now rework our solution we obtain a fifth-order differential equa- 
tion. The left-hand side is the sum of the n° and its first five derivatives, with 
coefficients that are highly complicated algebraic co.nbinations of our basic 
parameters. \ The right-hand side consists of a linear combination of the 
second, third, fourth and fifth derivatives of II and of the second, third and 
fourth derivatives of X. Although this equation is highly complicated, cer- 
tain conclusions can be drawn from it with little trouble. The quintic 
characteristic equation is bound to have at least one real root; possibly there 
will be three or five. This real root may be explosive or damped. I see no 
economic or mathematical reason why explosions should not occur in this 
solution that involves an endogenous immigration. A quintic is unlikely to 
have all five roots real, and so cycles once again seem likely. Whether they 
will be heavily damped is a problem I have not yet examined; but, once 
again, the endogenous immigration would seem to be a factor that reduces 
the degree of damping. I am hoping to examine a number of typical 
solutions with the aid of a computer. 

The remaining conclusions concern the right-hand side of the equation. 
This shows that a wave in the exogenous population growth (II) or in X will 
be echoed in building; but the phase and amplitude will be different, and 
will depend on the various parameters, including #. I suspect that there 
are results of some interest obtainable here, relating the amplitude of the 


building “‘ echo ” of the ‘‘ push ” element in immigration to the strength of 
the “‘ pull’ element (indicated by #) and to the period of the “ push” 
element. These points are being tentatively examined for the special case 
in which 


Il = I, + 8 sin (pt — «) 


IV 


We may now consider the relevance of this model to a theory of national 
building cycles and their international setting. 

The existence of considerable regional differences in the course of house 
building pointed out in the first section of this paper indicates the dangers 
of attempting to explain the behaviour of an aggregative index without 
examining its components. It is possible, for example, that an extensive 
plateau in a national index may consist of two or more regional wave patterns 
that are out of phase. One of these regional patterns may have an explana- 
tion in terms of the national demand for coal; another in terms of cotton 
exports; and so on. But although a multiple regression analysis might 
succeed in producing the right explanation, the natural inclination would 
be to seek an explanation in some more obvious similarities between the 





1960] BUILDING CYCLES 533 


building aggregate and other aggregates, and so, perhaps, to reach utterly 
erroneous conclusions. 

This is not to say that the use of national building data necessarily leads 
to wrong conclusions. Whatever may be he ppening in individual towns, it 
is still true that in certain years the national total of building was higher than 
in other years, and that therefore the drain on national resources was high, 
and soon. But the mechanism of the building cycle can be properly deter- 
mined only by thinking of regional or local cycles in their natural setting. 
There can be no national building boom without there being at least one 
local boom, and the justification for a local boom must lie in local need. 
There are times when national conditions so affect local ones all over the 
country that similar movements may be expected in building; but at other 
times one part prospers while another languishes, and national aggregates 
fail to indicate either. 

I think that the downturns in a national building cycle must be divided 
into two kinds. Suppose that several regions exhibit building cycles of 
various phases, amplitudes and periods. This can be done either by giving 
every region a set of equations of the above kind, with different values for 
the parameters and (sometimes) different equations, or by assuming a 
generalised form of the above solution. We may suppose that in each region 
building proceeds according to an equation such as 


S& =f(f) +AlP) + A(X) 


where f,(#) corresponds to the endogenous part of the solution (derived above 
from the characteristic equation) and f,(P) and /,(X) show the parts due to 
population and external demand factors. These will not be unrelated, 
because even if there is little inter-regional migration, there is almost bound 
to be some; and the flow of goods between the regions will constitute further 
links. Nevertheless, it is still possible for us to think of them as being fluctua- 
tions governed, in each region, by the amount of local demand, however it 
may arise. At times we can expect to find several regional building booms 
coinciding, either through pure chance or because of the impact of a phase 
of national prosperity (such as a favourable turn in the price of imported 
food). When this happens there will be a national building boom; but it 
can reach its national peak in two distinct ways. It may be simply that in 
several of the regions the various local demands become quickly satisfied so 
that there are fewer and fewer regions of high activity. Total demand falls 
because local demands have become exhausted for quite natural and possibly 
different reasons. On the other hand, there may be so many local booms of 
intensity that eventually the strain on national resources becomes too great. 
There are not enough men, materials or credit to allow the boom to con- 
tinue. Scarcities develop, prices (including perhaps the price of credit) 
rise and, according to the intensities of their needs, the various regions 
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eventually refuse to keep up their high demands. A few that are very 
prosperous or very overpopulated may persist with increasing building despite 
the high costs; but most withdraw from the struggle for over-priced re- 
sources. The usual factors of sticky rent and sluggish response play their 
inevitable and important parts; but the cause of the national downturn will 
be that a national ceiling imposed by scarcities has been hit. Here are two 
fundamentally different reasons for a national downturn, the one arising 
from the exhaustion of demand in many localities, and the other from the 
scarcity of national resources. If we consider this ceiling to have a steady 
value, or a steady trend, then we may imagine a series of building oscillations 
in which the peaks that lie below this ceiling are likely to have “ local” 
origins, while those that touch the ceiling have origins in national scarcities, 
and it may be possible to obtain some further insight into a national series by 
examining it with this idea in mind. The national ceiling may be brought 
into the local model by increasing the values of ¢, which is the ratio of 
building costs to building wage-rates, in so far as it is made felt through the 
rate of interest and materials prices. This will cause rents to increase more 
rapidly, and for demand to fall. The possibly associated increase in 
builders’ wages, and in mining wages, will exert a contrary effect, increasing 
demand; but it is likely that other prices will also be rising and this will 
diminish the demand increase.1_ Eventually, as demand becomes less than 
supply, stickiness of rents, and sluggishness of response, become evident, and 
the explanation of the cycle can now proceed on its usual lines. 

This is inevitably a rough sketch of the national model that I propose to 
develop. Inter-regional migrations may cause inverse cycles to appear in 
the P-parts of the solutions of the regional equations. International migra- 
tion may superimpose cycles of possibly greater amplitude in some or all of 
the regions, and in so doing tend to synchronise some of the regional move- 
ments and so to make the national ceiling effect more likely. The broad 
mechanics of this have already been explained by Brinley Thomas, who has 
also written of a regional aspect of this behaviour.’ It is a mistake to 
attempt to apply the same kind of explanation to every major downturn of 
the national series; those that have regional or local origins need to be 
considered separately at least in so far as their causes are concerned, and 
possibly in relation to their consequences as well. 


University of Manchester. 


2 This is a possibility that is easily worked into the local model. We can simply add a term 
to the demand for houses to allow for the exogenous price level (i.¢., for the prices other than coal, 
in the region we are considering). How this behaves must be determined by a consideration of 
a set of national equations which will be different from the local sets. 

* Brinley Thomas, cp. cit., and “ Wales and the Atlantic Economy” in the Scottish Journal of 
Political Economy, Vol. V1, pp. 169-92. 
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APPENDIX 
The coefficients G, H, K, L, M, N, T of equation (11) are given by 


G = za — “Pe, | 


H = ZB + 0 — Bp 
K = ZC + 0(5¢ — Bp) 


L = 2A — $621) _ 5) 


M = ZB + 6¢a 
N=ZC 
and T = ZE 
where A= ay B= (d—af)A 
C = dafleg ~ 1)A, B= —bed 
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KEYNES’ AGGREGATE SUPPLY FUNCTION: 
A SUGGESTED INTERPRETATION 


Tue purpose of this paper is to develop an aggregate supply function 
along the lines indicated by Keynes in Chapters 3 and 20 of his General 
Theory." Although a number of economists, D. Patinkin, F. J. de Jong and 
H. Vandenborre among others, have recently devoted a good deal of atten- 
tion to this important, but previously much neglected concept, their results 
have not been altogether satisfactory. Rather than take the space necessary 
to justify this conclusion we shall immediately turn to the subject of our 
investigation. Section I of this paper develops an aggregate supply function 
that relates employment to aggregate demand. Several of the more important 
properties of this function are briefly examined in Section I, while Section 
III demonstrates how this relation fits into a simple but complete short-run 
Keynesian model. 


I. Tue Accrecate Supp.ty Funcrion 
Following Keynes we shall define the aggregate supply function to be a 
relation between the level of employment, N, and aggregate demand, D, 
that states the equilibrium level of employment corresponding to any given 


value of aggregate demand.® 


1 The General Theory of Employment, Interest, and Money (London, 1936), pp. 23-34 and 280-91. 

* Cf. D. Patinkin, “‘ Involuntary Unemployment and the Keynesian Supply Function,” 
Economic JournaL, September 1949, Vol. LIX, pp. 360-83, and Money, Interest, and Prices 
(Evanston, Illinois, 1956), pp. 214-24; F. J. de Jong, “Supply Functions in Keynesian 
Economics,”” Economic Journat, March 1954, Vol. LXIV, pp. 3-24; S. Weintraub “ A Macro- 
economic Approach to the Theory of Wages,” American Economic Review, December 1956, XLVI, 
836-56; and H. Vandenborre, “‘ An Integration of Employment Economics Within the Keynesian 
Theory of Money Flows,” Oxford Economic Papers, June 1958, Vol. 10, pp. 205-19. 

The paper by de Jong elicited response by R. G. Hawtrey, “‘ Keynes and Supply Functions,” 
Economic Journat, December 1954, Vol. LXIV, pp. 834-9, and ‘‘ Keynes and Supply Functions: 
A Further Note,” Economic Journat, September 1956, Vol. LXVI, pp. 482-4; D. H. Robertson, 
“* Keynes and Supply Functions,” Economic Journat, September 1955, Vol. LXV, pp. 474-7, 
with a mathematical appendix supplied by H. G. Johnson, pp. 477-8; and ‘‘ Keynes and Supply 
Functions,” Econossc Journat, September 1956, Vol. LXVI, pp. 485-7. In reply de Jong 
published “‘A Rejoinder,’”” Economic Journat, December 1954, Vol. LXIV, pp. 835-42; 

“* Keynes and Supply Functions: Second Rejoinder With a Note on the Concept of Monetary 
Equilibrium,” Economic Journat, September 1955, Vol. LXV, pp. 479-84; and “‘ Keynes and 
Supply Functions: Third Rejoinder and Final Observations,” Economic JournaL, September 
1956, Vol. LXVI, pp. 488-92. 

On the subject of this paper the reader may also be referred to L. Klein, “‘ Theories of Effective 
Demand and Employment,” Journal of Political Economy, April 1947, Vol. LV, pp. 108-31; and F. 
Modigliani, ‘‘ Liquidity Preference and the Theory of Interest and Money,” Econometrica, January 
1944, Vol. XII, pp. 48-88 (reprinted as Chapter 11 in Readings in Monetary Theory, ed. by F. A. Lutz 
and L. W. Mints (Philadelphia, 1951), pp. 186-240). 

* In Chapter 3 Keynes defined the aggregate supply function in the following way: “ Let Z 
be the aggregate supply price of the output from employing N men, the relationship between Z 
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To develop this relation we need the following assumptions and 
definitions: 


1. The economy produces a single commodity, X, measured in real 
terms. 

2. The analysis is confined to the short-run so that neither the size 
of the labour force nor society’s stock of capital equipment change. 

3. Labour is the only variable factor of production. This means 
that output is a unique function of the input of labour and that the 
aggregate production function may be written as X = X(N). In 
addition, we shall make the usual assumptions concerning the shape of 
this function that X’ > 0, X” < 0 and X’” = 0. 

4. A given money wage rate, w, obtains as long as there is any 
unemployment. 

5. Perfect competition prevails.* 


Under conditions of perfect competition firms adjust their rates of out- 
put until marginal cost equals price, P. Since marginal cost equals the 
money wage-rate divided by the marginal physical product of labour, we may 
write the following micro-equilibrium condition: 

(1.1) x =P 


Multiplying both sides of this equation by X yields 


(1.2) oa X=PX 


However, in equilibrium PX equals D, aggregate demand. Thus equation 
(1.2) may be written as 
(1.3) yx =D 

This equation states that if firms maximise their profits a level of production 
will be established at which aggregate output valued at marginal cost equals 
aggregate demand, If this were not so, price would not equal marginal 
cost, and firms would either increase or decrease their rates of production. 
As a result, price and marginal cost would move toward one another and 
eventually equation (1.3) would be satisfied. 





and N being written Z = ¢(N), which can be called the Aggregate Supply Function,” op. cit., p. 25. 
In Chapter 20, however, where Keynes discusses the economic content of this function, he deals 
with its inverse and names it the employment function, op. cit., p. 280. In this paper we are concerned 

with what Keynes calls the employment function. In accordance with the literature cited in 


Thus the supply relation developed in this paper will not, perhaps, be quite as general as Keynes’. 





538 THE ECONOMIC JOURNAL (SEPT. 


The relation we seek to formulate, however, is not one between aggregate 
demand and output, but between aggregate demand and the level of 
employment. To obtain this relation from the foregoing equation let us 
denote the average product of labour by X. Substituting YN for X in 
equation (1.3) yields 


(1.4) D= ¥ XN 


Because N is the dependent variable and D the independent variable in 
our analysis we transpose (1.4) to obtain 


Be 
(1.5) N= =D 


This is the long-sought-afler aggregate supply function: it states an equilibrium 
value of employment for any given value of aggregate demand. Further- 
more, this relation states the exact manner in which the employment of 
labour is related to the level of demand. 


II. Tue Response or Employment, Output AND Price To 
CHANGES IN DEMAND 


Now that we have derived the aggregate supply function let us find 
expressions for the change in employment, output and price that a change 
in aggregate demand would produce. Differentiating equation (1.5) with 
respect to D yields the following equation: * 


(21) Ds REY’ 


Since X and (X’)* are positive and X” negative, dN/dD is positive; just as 
we should expect. Additionally, though, d*N/dD* is negative. This means 
that the slope of the aggregate supply function, though positive, decreases 
as demand increases. Accordingly, the aggregate supply function is drawn 
convex to the abscissa in Fig. 1. A further property of the supply function 
is that it becomes perfectly horizontal at point g (Fig. 1). This reflects the 
fact that employment cannot be expanded beyond N,, the size of the labor 
force. Thus equation (2.1) states that short of full employment successive 
increments in demand would produce successively smaller increments in 
employment. 
The change in output produced by a change in aggregate demand is 


dX dXdN _1 x’)* 
(22) D = aND =a PEP? 


* The reader is referred to Appendix A for the details of the mathematics found in the following 
two paragraphs. 
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Again, this function is positive and its derivative, d*X/dD*, is negative. 
Thercfore successive increments in demand would produce successively 
smaller increments in output short of full employment. 

The derivative of price with respect to demand is 


dP dPdN —X" 
_— dD ~ aN dD ~ (X\* — XX” 


Both this function and its derivative, d*P/dD*, are positive. This means that 
a given increment in demand would produce a larger increase in price the 
higher the level of employment. 

In summary our macro-supply function states that as long as unemployed 
labor is available, employment, output and price will all rise as demand 








Fro. | 


increases, but that the increase in employment and output will be smaller 
and the rise in price larger, the higher the level of employment. Beyond 
full employment we may expect prices and wages to rise proportionately. 
These conclusions recall Keynes’ assertion that the sum of the elasticity 

of price and the elasticity of output equal unity, and that the higher the 
level of employment, the larger the elasticity of price and the smaller the 
elasticity of output. These two properties hold true for the supply function 
developed in this paper.* This leads us to believe that our function corre- 
sponds rather closely to the aggregate supply relation discussed by Keynes 
in Chapter 20 of his General Theory. 

* Op. cit. pp. 284-6. 

* The reader is referred to Appendix B for the proof of this statement. 
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Ill. Tse Prace or tHe Accorecate Suppity FuNcTION IN A 
KeEyYNesiAN MopeEL 


Borrowing partly from the work of J. R. Hicks! we shall represent the 
monetary subsector of Keynes’ system by the following set of equations: 


(3.1) M = L(t, D) 
(3.2) I = I(r, D) 
(3.3) S$ = S(r, Y) 
(3.4) C=Y-S 
(3.5) D=C+I 
(3.6) Y=D 


In this set of equations M represents the given supply of money; 1, the rate 
of interest; D, aggregate demand as defined by the identity of equation 
(3.5); J, investment; S, saving; C, consumption; and Y, income or output 
valued at market price. All variables except the rate of interest are 
measured in money terms. 

Our equation system differs slightly from those of other writers in that 
it explicitly recognises the distinction between aggregate demand and 
income or output valued at market price. Equations (3.2) and (3.3) 
determine demand, while equation (3.6) explains the value of output. 
This latter equation simply states the long-familiar, though not so helpful, 
proposition that in the aggregate firms establish a rate of production at 
which output valued at market price equals aggregate demand. The 
advantage of introducing the additional variable D and equation (3.6) into 
the system is that it helps centre attention on the aggregate supply behaviour 
of firms. However, equation (3.6) does not deal with the problem of 
supply in a very meaningful fashion because it does not disclose the com- 
mutuality between aggregate demand, employment, real output and price. 
In order to bring these variables into the system, three additional equations 
are needed. They are: an aggregate supply function, (3.7); a production 
function, (3.8); and a price determining function, (3.9). 


xX’ 
(3.7) N= D 


(3.8) X = X(N) 


D w 
(3.9) P= y-¥ 


Equations (3.1) through (3.9) represent what may be called a version of 
the complete Keynesian system. We call this set complete because it 
simultaneously determines the equilibrium value of the real variables N, X 
and P as well as the monetary variables Y, D, C, J, Sand r. We call them 

1 “ Mr. Keynes and the ‘ Classics’; A Suggested Interpretation,” Econometrica, April 1937, 
Vol. V, pp. 147-59 (reprinted as Chapter 24 in Readings in the Theory of Income Distribution, ed. by 
W. Feliner and B. F. Haley (Philadelphia, 1946), pp. 461-76). 
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a version of the Keynesian system because we have assumed a fixed money 
wage, perfect competition and have limited our analysis to the short run. 
None of these strictures are central to the General Theory. 


r 


ae 




















Using Hicks’ well-known inventions, the LL and JS curves, we may draw 
a graph of the above system. Equations (3.1) through (3.6) produce the 
two relations shown in the first quadrant, while equations (3.7) and (3.8) 
are plotted in the fourth and third quadrants respectively. As this diagram 
shows, the aggregate supply function forms a logical connection between 
the intensively studied monetary sub-sector and the largely overlooked real 
sub-sector of Keynes’ General Theory. 

Paut WELLS 


University of Illinois, 
Urbana, Minois. 


Appenpix A 

The derivative of the aggregate supply function, equation (1.5) of the text, is 

found by differentiating its inverse. inverse of equation (1.5) is 
w w 

(A.1) D= 7% 4N= 5X 

This equation has as its derivative 
dD xX’ 2 eo Xx. 7” 

(A.2) w= Oe 

Equation (2.1) of the text, dN/dD, simply is the reciprocal of (A.2). 
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On the assumption that X”” = 0 the second derivative of the aggregate supply 
1s 


Oe Secs 


Inspection shows this equation to be negative. 
Because dX/dN = X’, the derivative of equation (2.2) is 
"Nay "\ar yr 
(A.4) ms [a 3X(X")*(X ) 


{(X")* — AX" 
Again, this function is negative. 
To find dP/dD from dP/dN/dN/dD we note that 
dP —wX”" 
(A.5) an = ous 
Multiplying equations (A.5) and (2.1) produces equation (2.3) of the text. 
Its derivative is 





@P x")? 





we am ~ Loris erp] 
which inspection shows to be positive. 


AppPenpDix B 
The elasticity of price is 
dP D —X" OD 
(B.1) *» = 2D P ~ (X)® — XX” P 
However, D = PX, so we may rewrite the above equation as 
oo iD ¢ 
(B.2) “= (xy — Xx" 
The elasticity of output is defined to be 
(B.3) a es as ee 
4 * dD*X w (¥)*— FX" X 
This expression reduces to 
in onli 
(B.4) ez = (X’y2 ye xa” 
The sum of (B.2) and (B.4) is unity. 





WAGES POLICY AND PRICE STABILITY IN 
AUSTRALIA, 1953-60! 


I 


In September 1953 the Commonwealth Court of Conciliation and 
Arbitration terminated the system of automatic adjustments of the federal 
Basic Wage. Award wages under federal and most state determinations 
have two components; the Basic Wage and margins granted in recognition 
of the nature of the work performed, Each part is determined separately, 
and a Basic Wage variation is a money change applied equally to all award 
rates. Since 1921 the federal Basic Wage had been subject to quarterly 
alteration, without any review by the Court, in proportion to the variation 
of the retail price index published by the Commonwealth Statistician. 
Between the end of the War and the 1953 decision the average Basic Wage 
for the six capital cities increased from £4 16s. to £11 16s. Of this increase 
of £7, all but £1 7s. resulted from the operation of the automatic adjustment 
provision. From 1953 no variation was to be made without a deliberate 
decision.* The possibility of planning wages policy to achieve various 
economic objectives was thereby greatly increased, and the principal pur- 
poses of this article are to examine the extent to which the use made of this 
opportunity by the federal tribunal has been consistent with the achievement of 
price stability and to consider whether the principles upon which the tribunal 
has proceeded justify any confidence that such consistency will exist in future. 

Since 1953 seven important decisions affecting wages generally have been 
given by the Arbitration Court and its successor, the Commonwealth Con- 
ciliation and Arbitration Commission.* There have been five Basic Wage 
inquiries, the first two arising from ordinary applications by the unions, 
while the remainder were conducted as regular annual reviews under a 
procedure defined by the Commission in 1957. In each of these cases a 
union application for the restoration of automatic adjustments was rejected. 


1 The writer is indebted, for discussion of questions raised in this article, to Dr. J. E. Isaac, 
of the University of Melbourne, Professor H. W. Arndt, of Canberra University College, Mr. R. J. 
Hawke, of the Australian Council of Trade Unions, and members of the Department of Economics 
in the University of Adelaide. No responsibility attaches to any of these persons for the opinions 
expressed in the article. 

* Certain state authorities have failed to adopt the federal decision, and the adjustment system 
is still effectively operating under state awards in New South Wales, Queensland and Western 
Australia. The Commonwealth tribunal has regarded the payment of cost-of-living increases 
under state awards as a “‘ using up” of capacity which diminishes its ability to increase federal 
award rates. 

* A decision of the High Court of Australia made it necessary, in 1956, for the Arbitration 
Court to be reconstituted. ‘Two new tribunals were established. The interpretation and enforce- 
ment of awards and certain other aspects of industrial law became the province of the Common- 
wealth Industrial Court, while the Commission inherited the Arbitration Court's arbitral functions. 
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The Basic Wage was increased in 1956 by 10s.; in 1957 by 10s.; in 1958 
by 5s.; and in 1959 by 15s. In 1960 the Commission ‘refused to grant any 
increase. The total increase granted since September 1953 is therefore £2, 
raising the six capitals average to £13 16s. 

Comprehensive reviews of margins, based formally upon applications 
relating to the metal trades, were made in 1954 and 1959. Hearings in the 
former case began in October 1953. In February 1954 the Court stated that 
it was satisfied that higher differentials for skill were desirable, but found 
that capacity to pay the increases contemplated did not then exist. The 
case was therefore adjourned in the hope that economic conditions would 
improve, and a decision was finally announced in November 1954. The 
Court wished to redress what it considered to be distortions in the wage 
structure which had arisen from certain decisions of a Conciliation Com- 
missioner over whom, at the relevant times, the Court had possessed no 
appellate jurisdiction. These decisions had had the effect of awarding 
margins to workers who had not previously received them and of granting 
larger relative increases to workers whose margins were small than to more 
skilled workers, with the result that rewards for skill were relatively lower 
than before the War. The Court therefore adopted the general principle 
of raising margins to 2} times the level which resulted from a 1937 review, 
provided that margins which were already at or above that level were not 
to be altered.1 The aggregate cost of the decision is difficult to estimate. 
By March 1939 the 1937 revision would have permeated the wage structure, 
and at that time average award rates exceeded the Basic Wage by 18s. 10d. 
2} times that amount is 47s. ld. In September 1954, allowance being made 
for the payment of automatic adjustments under certain state awards, the 
average margin was a little over 44s., so that a thorough application of the 
2} times formula might have raised the average rate per adult male by about 
3s. Since, however, the formula was not applied where it would have in- 
volved wage reductions, the cost was somewhat greater. In the twelve 
months following the Court’s decision average award rates increased by 
11s. 9d., and, having regard to the contribution of state Basic Wage increases 
to that figure, we may perhaps estimate the cost of the margins decision at 
about 10s. per adult male worker. 

In November 1959 the Commission refused to reconsider the pattern of 
relativities established in 1954. Instead, it decided that in general margins 
resulting from the previous decision should be raised by 28%. The reason 
for the choice of this specific percentage is not apparent from the judgment. 
The Commission thought it proper to increase margins 

“* by an amount which exceeds the loss in purchasing power of the 1954 
margins which excess we consider has been earned by the contribution 


1 The Court felt that it had made a sufficient concession to the secular reduction of inequalities 
in that if margins were to retain their 1937 real value the multiplying factor should have been 
nearer to 3. 
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of the employees to uctivi increases and made possible and proper 
by the pon en PO ain Re gm i en A 

In September 1955, by which time the effects of the 1954 decision should 
have been registered in the wage structure, the average margin was about 
54s. 28% of 54s. is a little over 15s., and this may be a reasonable approxi- 
mation to the amount by which the average margin resulting from the 1959 
decision will exceed that resulting from the 1954 decision. Various increases 
had, however, been made by Conciliation Commissioners, state authorities 
and registered agreements, and by September 1959 the average margin was 
already about 4s. above the September 1955 figure. A proportion of this 
amount will be absorbed by the 1959 decision, but in some cases earlier 
increases will be considered to be warranted by changed work values, so that 
the average increase resulting from the 1959 review should be within the 
range IIs. to 15s. 

Assuming that the principle formulated in the 1959 margins decision will 
be fully applied by the last quarter of 1960, the writer therefore estimates 
that the total effect of the seven decisions is to add between 61s. and 65s. to 
average award rates for adult males in the course of seven years. As the 
average rate in September 1953 was 279s. 6d., this represents an increase of 
about 3% perannum. The increase has not, however, been evenly applied. 
In the five years ending September 30, 1958, the increases granted by the 
full benches of the Court and the Commission amounted to about 35s. In 
1959, however, the Commission awarded increases which averaged between 


26s. and 30s. per adult male. It must be an important part of this article 
to discover why the Commission’s decisions acquired such an inflationary 
bias in 1959. This will be attempted in Section ITI. 


II 

This section is devoted to a discussion, in the light of the available 
evidence, of the possibility of influencing the behaviour of the price level by 
wages policy. The discussion relates to the economic aspects of the question 
rather than to associated problems of industrial relations, about which some- 
thing will be said in the concluding section of the article. The essence of 
the economic problem is the relative significance of cost and demand pres- 
sures in the generation of inflation. Demand pressure may be effective in 
either the product market or the factor market. The work of Messrs J.C. R. 
Dow and L. A. Dicks-Mireaux in the United Kingdom suggests that changes 
in product prices in that country are attributable to changes in production 
costs to a greater extent than to the degree of scarcity in the product market, 
and that changes in wages costs are due predominantly to negotiated changes 

1 The judgments in cases including and since the 1957 Basic Wage case are not yet available 
in the Commonwealth Arbitration Reports. For these judgments the writer is dependent upon roneoed 
copies issued by the Commission. No good purpose would be served by giving page references to 
these copies. 
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The Basic Wage was increased in 1956 by 10s.; in 1957 by 10s.; in 1958 
by 5s.; and in 1959 by 15s. In 1960 the Commission refused to grant any 
increase. The total increase granted since September 1953 is therefore £2, 
raising the six capitals average to £13 16s. 

Comprehensive reviews of margins, based formally upon applications 
relating to the metal trades, were made in 1954 and 1959. Hearings in the 
former case began in October 1953. In February 1954 the Court stated that 
it was satisfied that higher differentials for skill were desirable, but found 
that capacity to pay the increases contemplated did not then exist. The 
case was therefore adjourned in the hope that economic conditions would 
improve, and a decision was finally announced in November 1954. The 
Court wished to redress what it considered to be distortions in the wage 
structure which had arisen from certain decisions of a Conciliation Com- 
missioner over whom, at the relevant times, the Court had possessed no 
appellate jurisdiction. These decisions had had the effect of awarding 
margins to workers who had not previously received them and of granting 
larger relative increases to workers whose margins were small than to more 
skilled workers, with the result that rewards for skill were relatively lower 
than before the War. The Court therefore adopted the general principle 
of raising margins to 2} times the level which resulted from a 1937 review, 
provided that margins which were already at or above that level were not 
to be altered. The aggregate cost of the decision is difficult to estimate. 
By March 1939 the 1937 revision would have permeated the wage structure, 
and at that time average award rates exceeded the Basic Wage by 18s. 10d. 
2} times that amount is 47s. ld. In September 1954, allowance being made 
for the payment of automatic adjustments under certain state awards, the 
average margin was a little over 44s., so that a thorough application of the 
2} times formula might have raised the average rate per adult male by about 
3s. Since, however, the formula was not applied where it would have in- 
volved wage reductions, the cost was somewhat greater. In the twelve 
months following the Court’s decision average award rates increased by 
11s. 9d., and, having regard to the contribution of state Basic Wage increases 
to that figure, we may perhaps estimate the cost of the margins decision at 
about 10s. per adult male worker. 

In November 1959 the Commission refused to reconsider the pattern of 
relativities established in 1954. Instead, it decided that in general margins 
resulting from the previous decision should be raised by 28%. The reason 
for the choice of this specific percentage is not apparent from the judgment. 
The Commission thought it proper to increase margius 

“‘ by an amount which exceeds the loss in purchasing power of the 1954 
margins which excess we consider has been earned by the contribution 
1 The Court felt that it had made a sufficient concession to the secular reduction of inequalities 


in that if margins were to retain their 1937 real value the multiplying factor should have been 
nearer to 3. 
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of the employees to productivity increases and made possible and proper 

by the additional strength of the national economy.” ! 
In September 1955, by which time the effects of the 1954 decision should 
have been registered in the wage structure, the average margin was about 
54s. 28%, of 54s. is a little over 15s., and this may be a reasonable approxi- 
mation to the amount by which the average margin resulting from the 1959 
decision will exceed that resulting from the 1954 decision. Various increases 
had, however, been made by Conciliation Commissioners, state authorities 
and registered agreements, and by September 1959 the average margin was 
already about 4s. above the September 1955 figure. A proportion of this 
amount will be absorbed by the 1959 decision, but in some cases earlier 
increases will be considered to be warranted by changed work values, so that 
the average increase resulting from the 1959 review should be within the 
range IIs. to 15s. 

Assuming that the principle formulated in the 1959 margins decision will 
be fully applied by the last quarter of 1960, the writer therefore estimates 
that the total effect of the seven decisions is to add between 61s. and 65s. to 
average award rates for adult males in the course of seven years. As the 
average rate in September 1953 was 279s. 6d., this represents an increase of 
about 3% per annum. The increase has not, however, been evenly applied. 
In the five years ending September 30, 1958, the increases granted by the 
full benches of the Court and the Commission amounted to about 35s. In 
1959, however, the Commission awarded increases which averaged between 
26s. and 30s. per adult male. It must be an important part of this article 
to discover why the Commission’s decisions acquired such an inflationary 
bias in 1959. This will be attempted in Section ITI. 


II 

This section is devoted to a discussion, in the light of the available 
evidence, of the possibility of influencing the behaviour of the price level by 
wages policy. The discussion relates to the economic aspects of the question 
rather than to associated problems of industrial relations, about which some- 
thing will be said in the concluding section of the article. The essence of 
the economic problem is the relative significance of cost and demand pres- 
sures in the generation of inflation. Demand pressure may be effective in 
either the product market or the factor market. The work of Messrs J.C. R. 
Dow and L. A. Dicks-Mireaux in the United Kingdom suggests that changes 
in product prices in that country are attributable to changes in production 
costs to a greater extent than to the degree of scarcity in the product market, 
and that changes in wages costs are due predominantly to negotiated changes 

1 The judgments in cases including and since the 1957 Basic Wage case are not yet available 
in the Commonwealth Arbitration Reports. For these judgments the writer is dependent upon roneoed 
copies issued by the Commission. No good purpose would be served by giving page references to 
these copies. 
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in wage-rates and only to a small extent to employers’ competition for scarce 
labour.’ Detailed studies of the type undertaken at the National Institute 
have not yet been made for Australia. There is, however, some reason to 
believe that the position may not be very different. 

Mr. Bruce Cheek undertook a study of the distribution of income in 
Australian manufacturing industry between 1945 and 1955.* His findings 
regarding the size of profit mark-ups are summarised in Table I, where Mr. 
Cheek’s calculations are extended by the writer to the year 1957/58. Over 


Tasiz I 
Gross Profit Margins in Australian Manufacturing 1945/46 to 1957/58 





Overheads and net profit 
Year. before tax as tage 
of value of output. 











the whole period the percentages exhibit considerable stability and so long 
as fluctuations in mark-ups are confined within the range encompassed in the 
table they should not have a profound effect on the price level. The mani- 

fest tendency for mark-ups to increase towards the end of the period, however, 
gives ground for some anxiety that the efforts of firms to increase their 
profits may be giving an independent stimulus to inflation. Such a develop- 
ment might be fatal to any policy of wage restraint, not because it is within 
the capacity of the Arbitration Commission to reduce profit margins by 


J. C. R. Dow, “Analysis of the Generation of Price Inflation. A Study of Cost and Price 
Changes in the United Kingdom, 1946-54,” Oxford Economic Papers, Vol. VIII, 1956, pp. 252-301; 
J. CG. R. Dow and L, A. Dicks-Mireaux, “‘ The Excess Demand for Labour: A Study of Conditions 
in Great Britain, 1946-56,” Oxford Economic Papers, Vol. X, 1958, pp. 1-33; “‘ Price Stability and 
the Policy of Deflation,” National Institute Economic Review, No, 3, May 1959, pp. 16-29. In another 
paper the same writers have argued that the behaviour of negotiated rates in the U.K. may itself 
be sensitive to variations in demand. See “ The Determinants of Wage Inflation: United King- 
dom, 1946-57,” Journal of the Royal Statistical Society, Vol. CX XII, 1959, pp. 145-174, 

* B. M. Cheek, “ Profit Margins and Wage Shares in Australian Manufactures, 1945-55,” 
Economic Record, Vol. XXXII, August 1957, pp. 191-215. 

* In the calculation of the percentages constant weights are assigned to the fifteen industry 
groups by which the manufacturing statistics are classified. The 1957-58 percentage involves 
some extrapolation in that the proportion of salaries to wages is assumed to be the same as in 
1956/57. 
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granting wage increases, but because the trade unions, in formulating their 

are very sensitive to suggestions that employers are lining their own 
pockets. Figures for later years must therefore be awaited with great 
interest. 

Following his article in Economica on the relationship between money 
wage changes and the level of unemployment in the United Kingdom since 
1861, Professor A. W. Phillips attempted to establish a relationship between 
unemployment and money wage changes in Australia during the period 
1947-58.2_ The validity of his procedures in the United Kingdom study, 
which yielded the remarkable implication that developments in industrial 
relations have had little impact upon wage settlements, has been subjected 
to penetrating criticism by Dr. Guy Routh.’ In his Australian study, 
Professor Phillips offered a regression equation relating the unemployment 
percentage (seasonally adjusted) to the rate of increase of money wage-rates 
as measured by the Nominal Weekly Wage Rate Index, which is an index 
of rates that are legally binding under federal and state awards. Sub- 
sequently, the wage index was completely revised, but it cannot be said that 
the resulting changes would of themselves destroy the analysis. The more 
fundamental objection is that the regression equation is moulded to fit the 
data to such an extent that it is hardly more than a descriptive summary, 
quite devoid of predictive value. This is not surprising, for an accurate 
but more general regression equation explaining the behaviour of the Nominal 
Wage Rate Index predominantly in terms of unemployment would have been 
a remarkable achievement. There are a few registered agreements volun- 
tarily entered into, but the great majority of changes in legal minima 
represent determinations by federal and state tribunals. Is it likely that the 
decisions of arbitrators, who entertain a wide and varying range of pre- 
conceptions and who attempt to evaluate many different considerations, 
could be accurately predicted on Professor Phillips’s basis? A perusal of 
arbitral decisions suggests that, even when the influence of export and import 
prices is neutral, the tribunals dance to far less predictable patterns than an 
unemployment slow-step. 

Evidence of any direct impact of demand pressure on the labour market 


1 Economica, Vol. XXV, November 1958, pp. 283-99. 

* “Wage Changes and Unemployment in Australia, 1947-1958,"” Economic Monograph No. 
219 of the Economic Society of Australia and New Zealand (Victorian Branch). 

* “The Relation Between Unemployment and the Rate of Change of Money Wage Rates: 
A Comment,” Economica, Vol. XXVI, November 1959, pp. 299-315. 

* The regression equation ultimately propounded is as follows:— 

Wi, = O570W%1 + 0982 7p —" 9g + OOMB9X"s. + OOM» + 0-295 

where X”, = 50-O(exp 0-02X", — 1) 
W’ is the rate of change of wage-rates, U the unemployment percentage, X’ the rate of change of 


export prices and M’ the rate of change of import prices. It appears that the rates of change are 
measured as percentages. The time period to which ¢ refers is a quarter. 
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should be sought in the ‘‘ wage drift.” Employers cannot be said to be 
competing for scarce labour unless they offer something more than the legal 
minimum and if the market is sensitive to labour scarcity the amount of the 
extra inducement should vary considerably as demand fluctuates. As a 
measure of the effect of demand upon rates offered, the “‘ earnings drift” 
is deficient, because it is also affected by factors other than non-obligatory 
offers by employers, including changes in the amount of overtime and short- 
time, changes in piece-rate exertion and results, and changes in the age and 
skill composition of the work-force. No statistical information exists, how- 
ever, which would permit the elimination of these extrancous clements.! 
Some inferences must therefore be attempted from the earnings drift itself. 

The post-war earnings drift in Australia is summarised in Table II. 
Between the years 1945/46 and 1958/59 there was a total drift of some 18-7%. 


Taste II 
The Earnings Drift in Australia, 1945/46 to 1958/59 * 





Year. 

















: i Index from Monthly Bulletin of Employment Statistics, November 1959. 
Wage-rate index Rom seven soaiaes ” jevesaments ot Misknase, Weekly Wea 
ar gute aoe meats euacitan gaa hassel se aicnammenaae: 5 or cacercabentre ee At , 


To put this in another way, if the whole of the earnings drift were the result 
of over-award payments it could be said that some 77% of the increase in 
wage-rates paid was due to changes in award rates. On closer examination 
the drift may be seen to have four distinct phases. Between 1946/47 and 
1950/51, there was a considerable increase in the margin of earnings over 
award rates. Undoubtedly the principal cause of this was the Arbitration 
Court’s decision to reduce the standard hours of work in industry from 44 
to 40 as from January 1, 1948, One of the results of that decision was a 
considerable increase of overtime, as businesses endeavoured to maintain 


1 It is perhaps desirable to point out specifically that no statistics of average hours worked are 
published in Australia. 
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their levels of output. The inevitable consequence was an increase in 
earnings. For example, if it is assumed that overtime was paid at time and 
a half the cost of employing a worker for 44 hours would have risen by 15%. 
It may be that there was some degree of demand pressure in the 1950/51 
drift, but during this phase demand effects were obviously of secondary 
importance. The second phase was a substantial reversal of the drift as a 
result of the 1952/53 recession. It is certain that at this time there was 
widespread curtailment of overtime as well as some working of short-time, 
but whether these account for the whole of the reversal is impossible to say. 
In the third phase, between 1952/53 and 1955/56, there was an earnings 
drift of about 7-6%. There was some recovery of overtime after the 
recession, but it almost certainly did not increase to a level greater than that 
which prevailed in 1950/51, and it is fairly clear that in these years there 
was a considerable increase in over-award payments. Since demand was 
not greatly excessive, the most plausible explanation of this phenomenon 
may be that the abolition of automatic adjustments of the Basic Wage was 
so radical a departure in industrial relations that it stimulated the trade 
unions to unprecedented activity outside the arbitration system. The em- 
ployers may have been somewhat more ready to make concessions than 
normally because of their relief at the refusal of a Basic Wage increase in the 
1953 inquiry (the first refusal since the War) and at the elimination of 
automatic adjustments. By the beginning of 1956, however, the new de- 
parture was an accepted fact of industrial life and the impact effect of the 
1953 decisions was nearly exhausted. The final phase was the period from 
1955/56 to 1958/59, when there was a slow drift, which may have been the 
result of any of the factors which contribute to the drift. Over the whole 
period there was probably some increase in overtime, but the drift of 18-7% 
points, first, to the attainment by the work-force of higher skill classifica- 
tions and, secondly, to some increase in over-award payments. It is there- 
fore likely that the proportion of wage rises due to award variations was 
greater than 77%, but somewhat less than 100%. It is not at all clear that 
the element of over-award payments is sensitive to variations in demand. 
In particular, the tendency for the earnings margin to increase suggests 
that the wage drift may involve a ratchet effect—that over-award pay- 
ments do not readily contract in response to reductions of demand. The 
fundamental conclusion remains intact, however, that wage rises since 
the War have been primarily the result of increases in federal and state 
awards, which between them govern about 90% of the work-force, and to 
only a small extent of additional baits held out by anxious employers. 

It is not the writer’s contention that award changes have been in no way 
influenced by the state of demand. He does wish to emphasise, however, 
that demand has been influential only because the determination of award 
rates has been guided by criteria which make it so. Of all the criteria which 
are likely to translate excess demand into award increases, provided that 
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some disturbance to the price level is initiated by a rise in profit margins, an 
increase in over-award payments or the working of additional overtime (since 
overtime labour is more expensive than normal labour), the most potent is 
probably the cost of living. Next in importance may be the level of un- 
employment, since the Arbitration Commission regards a low level of un- 
employment as an argument in favour of wage increases. A high level of 
retail trade is also regarded as a favourable sign. The point to be emphasised 
is that there is no economic reason why award rates should respond to 
changes in demand. It may be, of course, that a tribunal which failed to 
regard developments such as those mentioned as favourable to wage rises 
would lose its control over industrial relations, as it would be obvious to the 
unions that they could get larger increases from collective bargaining. Some 
of the problems in industrial relations which would arise from an economically 
sound wages policy are discussed in the final section of the article. These 
problems being neglected, the conclusion to be derived from this section is 
that the behaviour of wages and prices is predominantly, though not entirely, 
the result of the decisions of the tribunals. 


III 


Appraisal of the decisions of the federal Arbitration Court and its 
successor, the Commission, would be much easier than it is if the judges 
applied unambiguous criteria capable of being translated into quantitative 
decisions. According to the judgments, the criterion applied is the capacity 
of the economy to pay. In the early thirties this phrase, despite its im- 
precision, did convey an important meaning, for it characterised the de- 
termination of the Court to depart from the tradition originated by Higgins, J., 
in the famous Harvester Case, that the Basic Wage should be derived from 
an assessment of human needs. From 1931 onwards the Court was deter- 
mined to base its decisions upon the prevailing state of the economy. Once 

his elementary distinction is established, however, the phrase “ capacity to 

pay ” lacks content. Its use in present circumstances is to be deprecated, 
because it serves as an unhelpful substitute for an examination of basic 
principles. What we now need to know is not that the Commission has 
regard to the state of the economy, but how it may be expected to react to 
various economic situations. 

It is suggested that the principal economic objective should be to award 
such increases in wages as are consistent with the maintenance of full em- 
ployment and a stable price level. This objective should be qualified by 
reference to the overseas trading position. The attainment of stable prices 
requires that the rate of increase of money wages should approximate to the 
rate of productivity increase. If there is any variation of profit margins, 
some adjustment of wage increases may be warranted, while any tendency 
for over-award payments to expand relatively to award rates reduces the 
increases which may safely be granted in the latter. For these reasons wage- 
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rates may perhaps be increased a little more rapidly when the level of 
demand is relatively low than when it is relatively high. Inso far as improve- 
ments in productivity are associated with the attainment by labour of 
superior job classifications, the scope for wage-rate increases is, of course, 
reduced. For the sake of brevity it is the writer’s intention to assume the 
desirability of economic stability in the senses mentioned above rather than 
to argue its merits in comparison with other objectives which are not 
consistent with it. It is from this point of view that the Commission’s 
recent behaviour has attracted most interest. It is now proposed to consider 
whether the tribunal’s procedures are consistent with the objectives postu- 
lated. 

In 1953 the Court set out a list of indicators which it considered germane 
to its inquiries: employment, investment, production and productivity 
(rural and otherwise), overseas trade, the competitive position of secondary 
industry and the state of retail trade. These indicators were adopted by 
the Court and the Commission in their inquiries between 1953 and 1959. 
Their relevance to the determination of wages with a view to economic 
stability is limited, and it was minimised by the failure of the judges to state 
what significance was attached to them. The levels of employment and 
unemployment are relevant only if there is a possibility of their being affected 
by the decision. There could be some effect through the competitive position 
of domestic industry or the balance of payments, but these are already com- 
prehended under other headings. It has been the assumption of the Court 
and the Commission that a low level of unemployment is propitious for rela- 
tively high wage increases, a form of reasoning which is very difficult to recon- 
cile with the pursuit of price stability. The level of investment has relevance 
to the rate of productivity increase, but it has not been examined in that light. 
Production might be an indicator of the utilisation of capacity or a substitute 
for a measurement of productivity: if the former, its relevance to wage 
determination is slight; if the latter, its usefulness is somewhat vitiated by 
the judges’ reluctance to make assessments of productivity. Some attention 
to rural production is, of course, justified by the necessity to anticipate the 
balance-of-payments position in the near future, Productivity is clearly 
germane; reference is made to it subsequently, Overseas trade is in- 
dubitably relevant; so also is the competitive position of secondary industry, 
provided that a careful distinction is drawn between a general embarrassment 
of industry arising from excessive costs and difficulties experienced by par- 
ticular industries as a result of changing patterns of trade. The relevance 
of retail trade is slight; a low level of retail trade might indicate that award 
wages could be increased a little more than otherwise in the absence of upward 
pressure on profit margins and over-award payments, but the judges, on the 


1 At a time of rising export prices the writer would advocate increasing wages to an inflationary 
extent so as to effect a redistribution of real income away from exporters. ‘This contingency does 
not apply to any significant extent during the period 1953-60. 
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contrary, have regarded a high level of retail trade as more propitious for 
wage increases than a low level. 

Apart from these approved indicators, the Court and the Commission 
have entertained discussion of company profits. First, there has been an 
underlying assumption that the level of profits determines the ability of 
employers to pay higher wages without raising product prices. Since the 
tribunal has no capacity to compress profit margins, this is a very dubious 
approach. Secondly, the employers have in several cases called as a witness 
a Sydney accountant who is an expert on the cash position of companies. 
His evidence has generally been to the effect that higher wages would create 
difficulties for companies in raising funds for both short- and long-term 
purposes. This is in reality advocacy of “ monetary management by the 
trade unions ’”’—or, more accurately in this case, by the judges. The witness 
was heard sympathetically until 1958, but in the 1959 Basic Wage case he 
succumbed to cross-examination; this unhelpful type of argument may 
therefore be less important in future. 

Productivity, unquestionably, is an essential consideration, but the judges 
have been reluctant to reach any conclusions about it. All of the attempts to 
assess productivity changes have been made for the unions, who have claimed 
compensation for previous price increases plus allowances for higher produc- 
tivity. The employers endeavoured, with success, to discredit a number of 
relatively crude studies involving the deflation of various components of 
the Gross National Product by more or less appropriate indices. In the 
1959 Basic Wage hearing Dr. W. Salter, an expert on productivity measure- 
ment who was called as a witness by the unions, calculated ranges for the 
increases of productivity in various sectors since 1953. Foster, J., found 
these estimates acceptable, but his two brother judges, though impressed by 
Dr. Salter’s work, could not accept his ranges with any confidence. They 
were, however, prepared to agree, on more general grounds, that there had 
been a considerable, though indefinite, increase in productivity since 1953. 
Each judge said that he took this improvement into account, but no indica- 
tion was given of the degree to which the respective decisions were affected. 
Both the Bench and the parties have been guilty of considerable confusion 
of thought about the significance of productivity. The fact that produc- 
tivity has increased since some point of time in the past does not of itself 
warrant a wage increase which is to operate in the future. Given constant 
profit margins, these past improvements in productivity have already mani- 
fested themselves in the real wage level. Even if the assumption does not 
hold, there is little that the Commission can do to compensate the wage- 
earner for the diminished wage share. On the other hand, calculations of 
previous productivity changes may give some approximation of the rate at 
which productivity is currently increasing, and hence of the extent to which 
it is possible to increase wages without endangering price stability. It is 
obvious that if assessments of past productivity increases are to have this 
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significance they must be given a numerical dimension. There is simply 
no evidence that the judges have appreciated the true significance of pro- 
ductivity. 

Prior to the 1960 Basic Wage case, the procedure of the Court and the 
Commission was to hear a very detailed survey of the economy in the light 
of the indicators and to reach a decision on the basis of the impression thereby 
gained. This procedure involves two problems for which no convincing 
solution has yet been found: how to weigh the various aspects of the economy 
against each other and how to translate an impression of the economy into 
a money decision. The fact is that the approved indicators, when taken 
together and treated as they have been treated, yield answers in terms of the 
economy’s overall health and not in terms of money wage changes. Con- 
sequently, the decision rarely appears to flow with any satisfying logic from 
the reasons adumbrated. If the Basic Wage is increased by 15s. it is difficult 
to see why this figure rather than 10s. or 20s. is considered appropriate. In 
the 1954 margins judgment the Court first decided what adjustment of 
differentials was intrinsically desirable and then considered whether the 
capacity to sustain the increases existed. All that was established, in the 
latter respect, was that by November 1954 the economy was in a rather 
better condition than at the time of the 1953 Basic Wage decision: there was 
nothing to show that it was better by a degree in any sense appropriate to 
the decision contemplated. In 1956 the Court accepted as its starting-point 
the 1953 Basic Wage adjusted by the retail price index, decided that the 
economy’s progress was not satisfactory and awarded a smaller increase— 
10s. The 1957 judgment was a very optimistic one owing to an improve- 
ment in wool prices, but the award was again 10s. At the time of the 1958 
decision the economic situation was found to have deteriorated, principally 
in the respects of drought, export prices and unemployment. Kirby, C.J., 
and Gallagher, J., felt that no more than 5s. could be afforded, whereas 
Wright, J., considering that earlier increases had been too conservative, was 
in favour of a substantially greater increase. In the 1959 Basic Wage case 
all judges agreed that the economic situation had materially improved, but 
whereas Gallagher, J., thought the improvement warranted an increase of 
10s., Kirby, C.J., was in favour of 15s., while Foster, J., would have granted 
20s., though he formally concurred with Kirby, C.J., to constitute a majority 
in favour of 15s. 

Since the indicators give no clear guide to the appropriate order of wage 
changes, it is necessary that the judges should either simply think of a figure ~ 
or invoke additional principles to which to anchor their deliberations. The 
1957, 1958 and 1959 Basic Wage decisions are examples of the former, while 
in the two margins decisions and the 1956 Basic Wage judgment other 
principles were introduced. 

The principal additional criterion has been the cost-of-living. Actually, 
there has been some reference to the cost-of-living as a principle for wage 
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determination in all of the Basic Wage judgments since 1953, because the 
system of automatic adjustments has been at issue on each occasion. Until 
1958 the reason given for rejecting the system was that it was inconsistent 
with the criterion of capacity to pay, in that some price increases might 
indicate rises in real costs or in import prices rather than higher Australian 
incomes. This reasoning invited the reply that logical possibility is not 
synonomous with normal reality, and in 1959 and 1960 the judges (apart 
from Foster, J., who would have restored the system) retreated to the safer 
ground that it is better for the wage level to be subject to the informed 
discretion of the Commission than for it to be at the mercy of an uncontrollable 
creature like the retail price index. On either ground, the antagonism to 
the automatic cost-of-living adjustment system is founded upon its automatic 
character and not upon the cost-of-living principle, which has not yet been 
discredited as an argument for wage increases. 

It cannot be said too clearly that the cost-of-living principle is inconsistent 
with the pursuit of price stability. When a wage increase is granted on a 
cost-of-living basis the wage-earner should not be regarded as receiving a 
dividend out of higher receipts by industry. Price increases reflect either 
higher real costs or increased money receipts. In the former case there is 
no justification for money income increases, as the loss of real income has 
to be endured. In the latter case the increased prices have already flowed to 
income, including (subject to any variation of profit margins) wages, and 
there is no logic in duplicating the process. In the period under review 
higher prices have been associated with higher incomes in the form of 
higher Basic Wages, higher award margins, larger over-award payments 
and possibly higher profit mark-ups. Cost-of-living increases are a device 
which transmits the inflation of one period into the future. The fact 
that they are not generally recognised as such does not make them any 
less so. 

It is one of the great weaknesses of the arbitration system in Australia 
that the principal tribunal has not arrived at a firm and consistently applied 
conception of its responsibility in the control and prevention of inflation. 
No other judge has manifested the same concern about it as the late Chief 
Justice, Sir Raymond Kelly. In the 1950 case he dissented from the majority 
decision raising the Basic Wage by £1. He was disturbed by the prevailing 
inflation and he felt that the failure of other authorities to pursue appropriate 
policies did not absolve the Court from doing all within its power to combat 
it. It was fairly obvious at the time, and was confirmed by Foster, J., in 
his 1959 judgment, that the termination of automatic adjustments was 
largely due to Sir Raymond Kelly, who had conceived an antagonism to the 
system well before the Court delivered its judgment. Concern with inflation 
played a much greater part in that antagonism than appeared from the 1953 
judgment, in which it was explicitly stated that the automatic adjustment 
system was abolished not because of its inflationary effects but because of its 
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inconsistency with the capacity to pay criterion. As the inflationary con- 
sequences of the automatic adjustment system appear to be a very valid 
objection to it, it must be surmised that some doubt was entertained about 
the propriety of this argument. Certainly the judges were not unaware of 
it, because, having stated that it was not their reason for ending the system, 
they pointed out that the decision would nevertheless be conducive to a 
greater degree of price stability. The first of the cases discussed in this 
article in which Sir Raymond Kelly did not participate was the 1956 Basic 
Wage case. The Court rejected a union submission that inflation was not 
a subject with which it should be concerned. Otherwise the judgment in 
this case contained very little discussion of inflation, although there was the 
statement (by no means an accurate summary of the judgment) that “ it is 
because of both these fears—of high price inflation and unemployment— 
that the Court thinks it dangerous to increase the Basic Wage by more than 
10s. per week.” * Inso far as the Court was then concerned about inflation, 
its anxiety was primarily derived from the balance-of-payments position. 
In 1957, when the overseas trading position was better, the Commission was 
prepared to leave the control of inflation to other authorities: 


“Although the influence of the supply of money, even when directly 
affected by increase of funds overseas, is of paramount importance, it 
is controlled by governmental and banking policy. There is to 
suggest to this Commission that the wage increases to be prescri 
cannot be accommodated within that policy. The problem of inflation 


needs no further mention.” 


In 1958 inflation was hardly mentioned, In the 1959 Basic Wage case 
Kirby, C.J., virtually ignored it except in so far as it was indirectly raised 
by the competitive position of secondary industry; Foster, J., was convinced 
that there would be inflation whatever the Commission’s decision and that 
the only thing to do was to protect the Basic Wage-earner against it; while 
Gallagher, J., took substantially the same attitude as the President.’ In its 
1959 margins decision the Commission dealt very cursorily with the im- 
portant economic question: 


“* We are conscious of the desirability of attempting to maintain the 
economic stability which this country has achieved. e are also con- 
scious of the desirability of ing that wage justice should be done 
to workers under this award. We have looked at the increases which 
we propose to grant in this case in the light of the submissions about 


1 At a conference of union and employer representatives held on November 21, 1951, Sir 
Raymond Kelly asked whether agreement could be reached for a discontinuation of adjustments. 
There was no reference to any inconsistency between the adjustment system and the capacity 
principle. 

* 84 Commonwealth Arbitration Reports 157 at p. 223. 

* The 1959 Basic Wage Inquiry was the only case, of those under review, in which individual 
judgments were given. 
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economic stability and we do not consider that such increases are so 
likely to affect that stability that the economy will be adversely affected. 
If marginal increases cannot be granted in times of prosperity such as 
the present, it is difficult to imagine when they can be granted.” 
In reality, the issue examined in this case should have been not so much 
whether the economic climate was propitious for wage increases as whether 
the Commission, having increased the Basic Wage by 15s. only five months 
previously, had left itself scope for the increases in margins which it awarded. 
The 1959 decisions were the denouement of the confusion which has 
attended the treatment of economic questions in recent years. Not only, 
indeed, is it impossible to justify these decisions under the criteria which have 
been postulated in this article, but there is more than a suspicion that the 
two decisions are mutually contradictory. The Basic Wage decision pur- 
ported to increase the wage bill by the maximum amount that the economy 
could afford, as did the preceding Basic Wage decisions. Did the capacity 
of the economy increase so much within the succeeding five months that it 
could then afford the increases granted in the margins case? This, surely, 
was the test which the Commission’s principles demanded. But the Com- 
mission proceeded to justify its decision on the basis of changes in Australia’s 
economic fortunes since 1954 (the date of the previous margins decision), 
apparently oblivious of the fact that four Basic Wage decisions had pro- 
fessedly used up the capacity which had been generated in all but one-twelfth 
of the intervening period. Implicitly conceding that the increases granted 
in 1959 were excessive, the Commission in its 1960 Basic Wage decision 
defends its 1959 decisions on the ground that it is required by law to hear 
Basic Wage and margins applications separately, and therefore could not 
integrate the decisions to produce a satisfactory total result. This defence 
would be more persuasive if there were the faintest recognition in the margins 
judgment that the increases granted, though perhaps necessary for the restora- 
tion of differentials, were an undesirable addition to wages costs. Further- 
more, another course was available to the Commission. The writer respect- 
fully suggests that for the sake both of economic stability and of self-consistency 
between the decisions, the correct decision in the margins case was an 
adjournment sine die. The Australian Council of Trade Unions might then 
have been invited to choose in 1960 between a Basic Wage application and 
an increase in margins. This procedure would have had the additional 
merit of requiring the unions to face squarely the choice—to date evaded by 
common enthusiasm for wage increases of all kinds—between conventional 
relativities and a more egalitarian pattern of wages and salaries. If the 
former choice had been made, the margins hearing might have been resumed 
towards the end of 1960. A good precedent for such an adjournment may, 
of course, be found in the 1954 margins inquiry. 
The lack of precise criteria capable of yielding results in terms of money 
wages and the substitution for them of indicators giving at best only a general 














1960] WAGES POLICY AND PRICE STABILITY IN AUSTRALIA 557 


impression of the nation’s economic health; ambiguity about the place of 
productivity in wage determination; uncertainty about the role of the 
tribunal in combating inflation; acceptance in some cases of the cost-of- 
living principle; and a general absence of the logical rigour needed to 
preserve consistency: these are the principal deficiencies to be discovered 
in the judgments of the Court and the Commission between 1953 and 1959. 
Their effect was to make the decisions unpredictable. Even when the right 
decisions were made the reasons were generally wrong. As the 1959 ex- 
perience shows, the Commission’s procedures were apt occasionally to throw 
up decisions which were highly inflationary. It is therefore pertinent to 
inquire whether the 1960 decision portends the adoption of more satisfactory 
principles. The Commission’s refusal to grant an increase is, of course, to 
be welcomed. But what of the reasons? 

The union advocate based his case upon the approved indicators, and 
this seemed to make a refusal very difficult, since the indicators gave an 
extremely satisfactory picture of the economy. The Commission declared 
that neither it nor the Court before it had ever stated that the indicators were 
the only criteria which it would consider. This is true, although the sig- 
nificance attached to the indicators in some of the judgments perhaps made 
a contrary inference excusable. From this point the Commission then took 
the radical step (unavoidable if the result desired were to be reached) of 
ignoring the indicators entirely. It was then free to adopt two grounds for 
refusing the application: first, that a wage increase would impose a severe 
strain on State Government budgets; secondly, that an addition to last year’s 
increases would endanger economic stability. The former ground is a 
regrettable one, and it is to be hoped that the Commission will not in future 
refuse a wage increase which is otherwise justified in order to redress the 
anomalies of federal-state financial relations. The latter is, of course, very 
much to the point, and it raises the question whether the Commission will 
henceforth be more sensible of its role in preventing inflation than it has been 
to date. It is necessary to recognise that the decision which price stability 
demanded was, in 1960, exceptionally clear, and it was made even clearer 
by a persuasive submission against any increase on behalf of the Common- 
wealth Government, which normally supports neither side in Basic Wage 
inquiries. How will the Commission behave when the issue is not so clear? 
In particular, when some increase is warranted, will the increase be of the 
right order, even though the Commission refuses to make any assessment of 
the rate of increase of productivity? The future of the indicators is ob- 
viously of great importance, and at this stage we can only wonder whether 
the Commission will rehabilitate them to justify decisions whose appro- 
priateness is a matter of chance, or whether it will quietly relegate them to 

1 State governments raise no income tax and do not generally impose commodity taxes. Their 
revenues (other than grants from the Commonwealth) are therefore unresponsive to increasing 
mcome. 
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oblivion without actually admitting that they were an unhelpful implement 
from the beginning. The 1960 decision, then, leaves the future of wages 
policy in Australia in a condition of uncertainty. It is not at all clear 
whether order will emerge from chaos or whether, in more normal cir- 
cumstances, the Commission will revert to its old habits—refined, but not 
essentially altered. Because the maintenance of price stability requires 
Basic Wage increases (or equivalent increases in margins) averaging some- 
what less than 10s. per annum, the writer is inclined to be pessimistic, 


IV 

Having subjected the tribunal’s behaviour to criticism of an economic 
nature, we must consider briefly the problem of reconciling the conscious 
and informed pursuit of economic stability with the Commission’s role in 
industrial relations. There is, apparently, no decisive legal difficulty for 
although, as the Constitution requires, the formal task of the Commission 
is the prevention and settlement of industrial disputes, the High Court will 
not review the formule with which the Commission seeks to resolve disputes. 
Furthermore, the judicial interpretation of an industrial dispute is so wide 
that the Commission is by no means restricted to the role of a fireman 
dealing with conflagrations when they occur. The only real difficulty of a 
legal nature is the Commission’s inability to impose its decisions on state tri- 
bunals, but it cannot be said that those tribunals would generally behave in 
such a way as to frustrate completely the Commission’s policies. The funda- 
mental problem is not legal but industrial. Could the Commission make 
decisions which, while consistent with economic stability, would not seem to 
be so unreasonable to either of the parties as to cause it to attempt to move 
outside the arbitration system? Two considerations may be thought to justify 
doubt on this score. 

First, the problem of over-award payments: If rates offered in industry 
diverged increasingly from the Commission’s awards, discontent must almost 
certainly arise, partly because it would appear that the Commission was less 
generous than employers themselves, and partly because those employees, 
such as workers in government enterprises, who remained dependent upon 
award rates would have a very justifiable grievance. There has been some 
dissatisfaction for these reasons in recent years. It is traceable to the wages 
drift of 1953-56. It is not yet clear whether this will be a recurring pheno- 
menon, since it was probably due in the main to the special circumstances 
arising from the termination of automatic adjustments. If it does not 
recur, it would be best to let bygones be bygones. In the 1959 margins case 
the Commission accepted the argument that the existence of over-award 
payments demonstrated the capacity of the economy to sustain award in- 
creases of the same order. This was an unfortunate argument, for it pre- 
supposed that employers paying more than the award would absorb the 
award increases, and there is no evidence to justify that assumption. If, on 
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the other hand, there is to be a further wage drift, a remedy for the second 
grievance mentioned above may be the creation of special tribunals, along 
the lines of Britain’s Wages Councils, to give special consideration to those 
who, for reasons of convention or poor organisation, do not participate in it. 
Certainly it is not a case for general award increases, for in that event the 
workers who have done well ride to yet higher money wages on the backs 
of the economically weak. Only experience can show whether the former 
grievance would be decisive, but there is no doubt that employers’ organisa- 
tions would make the role of wages policy more certain and secure if they 
could acquire some of the discipline associated with trade unionism to 
ensure that their members do not frustrate the Commission’s decisions. 

Secondly, great difficulty arises from the fact that although the Com- 
mission legislates prospectively, the claims made before it are generally based 
upon past occurrences. In particular, if the cost-of-living has risen con- 
siderably the Commission is placed in an invidious position: to attempt to 
combat the inflation by refusing a wage increase is to court condemnation 
by the trade unions, who would, on this issue, enjoy much public sympathy. 
Yet at some stage the break must be made. For this reason it is very 
necessary that the recent exhortations of the Governor of the Reserve Bank 
of Australia (Dr. H. C. Coombs) against the dissipation of productivity in- 
creases in advertising or superfluous improvements of quality should receive 
more than polite agreement. The more that firms translate productivity 
improvements into their price decisions, the less will be the injustice apparently 
inflicted upon the wage-earner by a conservative wage increase. At the 
same time the Commission itself can make its task easier, first, by avoiding 
decisions, like those of 1959, which unnecessarily increase the cost-of-living 
and, secondly, by setting an example of arguing prospectively. Its guiding 
question should be: “‘ What will be the effect of this decision over the next 
twelve months? ” rather than “ What has happened in the economy in the 
past twelve months?” It hardly needs to be said that it would be of great 
assistance if the state tribunals concerned terminated their adherence to the 
cost-of-living adjustment system. 

The Australian experience of centralised administration of wages policy 
since 1953 cannot be regarded as a fair test of the possibility of using wages 
policy to preserve economic stability. The fact is that the procedures of the 
Court and the Commission could not be relied upon to produce the appro- 
priate decisions. Any country which wished to experiment with a centralised 
wage policy could draw some inferences from the Australian story which 
would help to ensure that the experiment was a reasonable test of the 
possibilities. It seems to be elementary that the authority appointed would 
consist at least partly of persons with economic training. It would have in 

1 See, for example, his presidential address, “A Matter of Prices,” delivered to the Australian 
and New Zealand Association for the Advancement of Science in August 1959. Printed in 
Economic Record, Vol. XXXV, December 1959. See especially pp. 345-6. 
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view in all its deliberations both the size of the wage bill and the problem of 
differentials, so that a general wage increase either would be a deliberate 
alteration of relative differentials or would be sufficiently conservative to 
permit the consequent increases in margins. It would discount criteria, 
such as the cost-of-living, with inflationary bias. It would treat the special 
problems of the economically weak for what they are and not as a justification 
for general wage changes. And it would recognise that the possibilities of 
transferring real income from profits to wages by money wage changes are 
very slight. Whether a wages policy administered in this way would 
founder on the rocks of industrial discontent is an open question. 


Kerrn Hancock 
University of Adelaide. 


ERRATA 
Economic JOURNAL, JUNE 1960 


P. 307. Footnote to Fig. 2, line 5. For supply read demand. 
P. 307. Footnote to Fig. 2, line 6. For demand read supply. 


These errata do not affect the argument of the text. 
B. R. 























REVIEWS 


The Investment Decision. An empirical study. By J. R. Meyer and E. Kun. 
Harvard Economic Studies, Volume CII. (Cambridge, Mass.: 
Harvard University Press (London: Oxford University Press), 1957. 
Pp. xv + 284. 48s.) 


Tue purpose of this book is to test various theories of investment be- 
haviour. The chief method used is correlation analysis of cross-section 
data, but the authors also bring to bear on the problem the findings of 
other empirical investigators of investment behaviour and their knowledge 
of the workings of the economy in general. . 

A sample of nearly 500 American firms quoted on stock exchanges is 
taken, and variables derived from accounts are analysed for each year from 
1946 to 1950. The sample is stratified into fifteen industry-groups, within 
which there is some homogeneity of capital intensity. An analysis is made 
of the relationship between investment (purchases of capital goods), on the 
one hand, and sales (representing output); net profit; annual depreciation; 
assumed capacity utilisation (based on change in sales-asset ratios); change 
in sales; accumulated depreciation (representing age of assets); liquidity 
stock (including trade debtors less creditors); and the dividend—profit ratio, 
on the other hand. All variables are deflated by the size (represented by 
undepreciated fixed assets) of the firm. The relationship between invest- 
ment and the dividend variable is irregular. The other variables are 
incorporated in two models, including, alternatively, profits or sales but not 
both variables, since they are strongly intercorrelated. Partial correlation 
and regression coefficients are calculated for each explanatory variable for 
each industry-group and each year; the emphasis throughout is on the 
pattern of correlations rather than on average relationships. 

Theories of investment behaviour fall into three classes: the profit 
motive or marginalist theories; the accelerator principle or technical 
capacity theories; and institutional and empirical generalisations which 
emphasise preference for internal financing and trade position. The trouble 
is that these theories are not mutually exclusive but rather that they under- 
line different aspects of business-man’s behaviour. In order to achieve 
realism, each of these theories is necessarily complicated, and none of them 
is in a form in which it could be readily subjected to empirical testing. 

According to some theories, investment is influenced by the age of assets. 
The data tend to show the opposite: firms with older assets invest less. 
This suggests that firms behave in a continuous manner. Aged firms also 
tend to like liquidity (Chapter 6). 

Annual depreciation and net profit or sales (throughout, there is little 
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to choose between the profit and the sales models) tend to correlate with 
investment but mainly in 1948-50. Liquidity stock, however, does not 
correlate with investment. Assumed capacity utilisation and change in 
sales also correlate with investment; the correlation is stronger in capacity 
utilisation, especially in 1946-47. These (Chapters 7 and 8) are the central 
findings of the book. The interpretation put on the correlations is that in 
a sellers’ market (1946-47) the acceleration principle tends to operate and 
in a buyers’ market (1948-50) liquidity restraint operates, profits and 
depreciation representing liquidity flow. 

In the subsequent chapters additional material is brought in to argue 
that firras were strongly reluctant to use external finance (Chapter 9); that 
small firms did about as well as large firms but were perhaps more dependent 
on internal finance (Chapter 10); and that interest rates do not, but share 
prices do, exercise an influence on investment (Chapter 11). 

All this builds up, in the last chapter, to the authors’ own “ residual 
funds ’’ theory. This theory is meant to apply to the modern industrial 
corporation with separation of management and ownership, and imper- 
fections in the markets for product, money and capital. In the short run— 
the theory argues—dividend payments are conventional (and made grudg- 
ingly), and what is left over of cash flows is invested. In the long run the 
profit motive is closely linked to a desire to retain market shares. 

The authors display a vast knowledge of the economic literature on the 
subject and brilliance in statistical techniques. Each sentence is written 
with scholarly precision and cautionary qualification. Yet their own thesis, 
which gradually emerges as the argument proceeds, does not appear to be 
adequately supported by evidence. There is a tendency to squeeze the 
last ounce of conclusion out of the data. But the same statistical results 
could also be explained by different theories. 

The survey of modern theories of investment in Part I is excellent and 
should be read by students. (Indeed, these theories are shown to be so 
inadequate that one wonders why the authors proceeded to test them.) 
Part II gives an account of the statistical techniques. This is in places 
difficult to follow and appears over-ambitious, as in the end the authors 
adopted the simplest techniques and the most obvious variables. 

Of the variables considered correlations are shown for four: the two 
liquidity-flow variables (annual depreciation and profits or sales, whichever 
is preferred) and the two accelerator variables (change in sales and assumed 
capacity utilisation). Each of these correlations passes the standard tests of 
significance, but none of them is strong. The relatively strongest is that for 
the variable assumed to represent capacity utilisation. But even here, out of 
75 coefficients (5 years times 15 industries) 19 have the theoretically “‘ wrong” 
negative sign. In the case of the other accelerator variable, change in sales, 
out of 75 coefficients 5 are significantly positive and 36 have the wrong sign. 

The emergence of liquidity as an explanatory factor is a matter of inter- 
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pretation. The obvious variable, liquidity stock, refuses to behave as it 
should, but this is ignored by the authors. Profits may be taken to represent 
either liquidity flow or the anticipation of future profits; the authors adopt 
the first position which may be indirectly supported by the correlation 
between annual depreciation and profits. But this is the most curious 
correlation. Its interpretation depends on a complex argument, and it is 
doubtful to what extent profits and depreciation are independent, since often 
the division of gross profits into depreciation and net profits is arbitrary. 

Altogether one wonders whether short-period changes in investment can 
be explained by cross-section data. The fact that the age of assets correlates 
with investment negatively, the fact that liquidity stock correlates similarly, 
and the fact that variables on a five-year average basis give better results 
than annual data would suggest that firms’ behaviour is determined by 
longer-term considerations. 

However, the chief drawback of the type of analysis which Meyer and 
Kuh have undertaken is that it prejudges the issue in favour of theories 
which regard the entrepreneur as a species of thermostat. His assigned role 
is to react to quantitative stimuli. In practice this boils down to the 
question whether he reacts more to internal liquidity or to capacity utilisa- 
tion. (Unfortunately the data do not permit a distinction to be made 
between extension and replacement investment.) The fact that in certain 
circumstances he appears to react to the liquidity variable and in other 
circumstances to the capacity variable is taken to mean that different 
theories are applicable in different circumstances. 

The models tested leave no room for the imaginative entrepreneur who 
is forward looking, who persuades his banker and the public to lend him 
funds, who breaks into new markets and who is aggressive rather than 
defensive. And here we have the basic difficulty: that in identical economic 
situations different entrepreneurs behave differently, and hence it is not at 
all certain that the variables of investment theory are independent variables 
rather than mere reflections of entrepreneurial character. 

The limitations to the use of time series in a study of investment behaviour 
were demonstrated by Keynes in a review of Tinbergen’s celebrated work 
in the September 1939 issue of this Journat. The “slippery problem of 
passing from statistical description to inductive generalisation” is not 
fundamentally different if, instead of time series, cross-section data are used. 
The fault, however, is inherent in the subject matter. The authors have 
shown great enterprise and immense labour, ingenuity and candour; the 
book deserves thorough study, provided only that the reader keeps an open 
mind as to the ultimate explanation of the investment decision. 

T. Barna 
National Institute of Economic and Social Research, 
London. 
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International Economic Papers, No. 9. Translations prepared for the Inter- 
national Economic Association. (London: Macmillan; New York: 
The Macmillan Company, 1959. Pp. 248. 21s.) 

As in previous years, this issue of International Economic Papers will mark 
the occasion of some private lamentation among those of us who are for the 
most part confined to the Anglo-Saxon literature in our subject. Like 
previous issues, the ninth is something of a pot-pourri, with the criteria for 
selection still remaining something of a mystery. For all that, there is hardly 
an economist who will not be interested in at least one of the six main articles 
which comprise this collection. Four of them were written in the 1950s, 
one in 1914 and the other, though published in 1849, harks back to the early 
sixteenth century. 

This last-mentioned piece, “‘ Two Discourses on Progressive Taxation of 
Land Incomes,” written by one Francesco Guicciardini of Florence, is, for 
every professional economist, a genuine collector’s item. It proffers two 
essays in persuasion: one for and one against progressive taxes. These 
essays, a far cry from the condensed and laboured style of so much of current 
economic analysis, can be read with ease and enjoyment. In favour of 
progressive taxes are arguments not dissimilar to those associated with the 
older school of Cambridge economists, following which there is a good deal 
of drubbing of idle landlords; their monopoly of grain, their improvidence, 
corruption, conspicuous consumption and so forth, all of which must be 
taken with a pinch of salt, since we are to be told, in the next page or two, 
and in the coolest fashion, that such allegations are all too obviously the stuff 
of demagoguery; indeed, that such taxes are tantamount to robbery, an 
invitation to evasion, a provocation to civil strife and much more tending 
to the same foreboding. It is great fun while it lasts, and though inevitably 
it leaves matters hanging in the air, it does make one look back wistfully on 
an age of sturdy amateurs, in which the educated man might, as the fancy 
took him, and without the tedium of prolonged research, put pen to paper 
aud launch his opinions into the world on any topic of the day. 

Following this comes a chapter, “‘ Basic Principles of the Money Eco- 
nomy,” from Karl Schlesinger’s Theorie der Geld- und Kreditwirtschaft, pub- 
lished in 1914, and we are back in the familiar world of relentless abstraction. 
Schlesinger, a banker, begins by constructing a sort of Cambridge monetary 
equation which is interesting in that the amount of money the community 
wishes to hold, as a proportion of its income, is not a constant, but varies 
inversely both with money income and with the rate of interest. This looks 
very promising, but the reasons given for the inverse income relation rest on 
a probability argument which would he valid if when real income increased 
an unchanged number of firms grew merely by acquiring additional plant- 
units of the same type—as in an extension of branch banking. As for the 
response of the demand for money to changes in interest rates, this he deems 
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to be “ very weak ”—and in doing so misses the approach to a liquidity- 
preference theory. Throughout, the banker’s view of things is well to the 
fore. There is nothing about employment (which is not surprising, con- 
sidering that the date is 1914), but a lot about money flows, wave movements 
of cash holdings, bimetallism and the level of prices which, following his 
proposition about the inverse income relationship, changes more than pro- 
portionately to changes in the supply of money. Though the style is diffi- 
cult and, perhaps inevitably, in an analysis undertaken about a half century 
ago, nothing very novel emerges, this piece of writing does bear testimony 
to a remarkably original mind. 

The article that comes next, on Pareto regions, was worked out by Pro- 
fessor Frisch in 1950 and was presented as an appendix to a paper read in 
1953 before a meeting of the International Association for Research in 
Income and Wealth. This appendix, originally written in English, was first 
published in French in Economie Appliquée, 1954. 

Here we have some fifty-four pages of extended formalised argument, 
bristling with definitions, propositions and mathematical manipulations. 
And, though there is an occasional lapse into non-mathematical prose, and 
a reference here and there to things of this world, on the whole it has the 
hallmarks—in the parlance now become popular on the other side of the 
Atlantic—of “a workmanlike job.” Its focus is narrow; its style frigid; 
its treatment exhaustive. 

Frisch has taken his inspiration from the appendix to the French edition 
of Pareto’s Manuel (1909), in which Pareto was under the illusion that he 
had demonstrated mathematically that free competition leads to a maximum 
of social satisfaction. There is some speculation on the last page of Frisch’s 
paper whether Pareto came to realise that his demonstration was unaccept- 
able. At all events, it follows obviously enough from Frisch’s argument, if 
that were necessary, that this simple view is untenable. 

Accepting the definition that a Pareto Optimal region is a set of efficient 
points in the sense that any movement from one of such points makes at 
least one person in the community worse off, Frisch elaborates the necessity 
of specifying the sorts of constraints, political and economic, within which 
the maximising process must operate. To illustrate the relevance of political 
constraints in an extreme case, Frisch gives the example of a regime which 
exacts obedience from each person under threat of execution. If, then, 
each individual “ freely ” chooses to obey, is he not maximising satisfaction 
under the constraints imposed by this régime? 

After minting some new terms, and after much discussion of the problem 
in the abstract, it transpires that Professor Frisch’s particular concern is 
with the problem posed by admitting a distribution constraint in addition 
to the inevitable production constraint. He demonstrates that a point 
which is Pareto optimal under both a production and a distribution con- 
straint is not necessarily optimal under the production constraint alone. 
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He follows this with an analysis of seven special simplified cases to conclude 
that “ contrary to what is commonly believed ” an optimal point cannot be 
reached under a system which levies income or profits taxes, though it can 
if only per capita taxes are levied. 

Other than a reference to Scitovsky’s survey of welfare economics in the 
American Economic Review, 1951, there is no mention of the work of other 
writers in this field. This is a pity, for, on the surface of things, and despite 
his remark that they are contrary to the common belief, his conclusions will 
come as no novelty to any economist with the most casual interest in welfare 
economics. His translation of the problem of multiple constraints into an 
exercise in the calculus of Lagrange multipliers is fairly standard technique. 
Indeed, the key notion that emerges from his manipulations—that the con- 
ditions associated with any optimal point must vary according to the nature 
of the constraints imposed on the system—has already been fully exploited 
in the Lipsey and Lancaster generalised second-best theorem. Ina narrower 
context, Professor Frisch’s paper, which was worked out in 1950, may have 
adumbrated the idea which was to blossom into that theorem in 1957. But 
appearing in English two years later, it is something of an anti-climax. 

Though the chief purpose of Professor Villey’s discourse on ‘‘ The Market 
Economy and Roman Catholic Thought ” is, apparently, to convince his 
fellow Catholics that economic liberalism is consistent with their faith, he 
devotes three-quarters of his paper explaining to liberals why Catholics so 
readily take up an anti-liberal position. It might be thought that such an 
address would be more in place in an anthology on Catholicism than in one 
on economics, but such a view could be upheld only by invoking the staidest 
of criteria. True, there is little exposition of economics, and what there is 
bespeaks a faith in the virtues of the market mechanism which would be 
hard to match outside the precincts of Chicago University, but the historical 
analysis of the inveterate hostility of Catholics toward all things liberal is 
wholly absorbing. One wonders, however, to what extent educated 
Catholics will be wooed from their antagonism by his arguments. His most 
telling point is the incompatibility of support for the political freedom and 
tolerance of the West with a rejection of the free working of the market 
economy. On the other hand, his attempt to reconcile Catholics to capital- 
by suggesting it be regarded as a game, the game of markets, played with 
fairness and detachment according to the rules, tends to convey a picture 
of the modern business-man as a breezy sportsman more concerned with 
the play of the game than with the outcome. Perhaps that is how it ought 
to be. But there is weighty evidence to suggest that it is the stakes, and not 
the love of play, that draws them into the game. Capitalism, no less than 
Communism, leads to an obsessive concern with material rewards. How- 
ever that may be, the essay is of high intellectual quality, something to be 
read more than once, both for its lucidity and learning and for its manifest 
sincerity. 
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Though not an unusual approach to the problem of underdevelopéd 
areas, the paper on the efficiency of investment by Professor Lombardini is 
of topical interest. About half the paper is devoted to a general analysis of 
the criteria for investment in underdeveloped countries. In the part re- 
maining, a linear programming model is discussed and is illustrated with a 
specimen having sixteen constraints and nineteen activities, in which, among 
other things, capital stock is transformed into capital services, labour is 
trained, goods are imported and exported, and allowance made via disposal 
activities for unemployment of labour and capital. The thing is neatly done 
and is no doubt instructive, even though he is vague on the objective function 
to be maximised. But after the model is started in a simple way by a set 
of difference equations with a single time lag, Lombardini takes another look 
at the real world and tells us, in effect, not to expect too much. We then 
have some technical hints on how to make the model more elaborate, though 
not without a word of warning on its limitations and the continued need for 
flexibility. He winds up with a masterpiece of understatement, that: “ The 
construction of the system of equations . . . for the entire economy and the 
solution of the overall problem may come up against some serious practical 
difficulties,” 

If we are to plan in the large, then, indeed, the attempt must proceed 
on something like these principles. Only, once we admit the need for 
flexibility, owing to changes in tastes, techniques and supply conditions, we 
find ourselves facing an almost impossible number of problems of adjustment. 
The sophisticated planner will invariably wish to compare this quantitative 

planning with the efficacy of the market, allowing, of course, provision for 

government intervention whenever there appears to be marked divergencies 
between private and social interests. There is a vast literature on just such 
issues in the classic controversies on socialist planning, and Professor Lom- 
bardini’s views in this respect are doubtless contained elsewhere in his book, 
of which this paper is but a chapter. 

Finally, there is an empirical study by Professor Hoffmann on relative 
changes over time as between various branches of manufacturing industry. 
Building on the studies sponsored by the National Bureau of Economic 
Research, the author—after spending several pages discussing the difficulties 
of measurement—provides us with several tables summarising his conclusions 
for the United States. Only after warning us of the very tentative nature 
of the figures does the author allow himself to interpret the tables as dis- 
closing that, between the years 1860 and 1947, there was a rough constancy 
in the structure of productivity (measured in terms of value added per 
employee), of the wage structure and of the capital structure (measured in 
terms of capital stock per employee), notwithstanding marked differences 
among the various branches of industry. All of which leads to some interest- 
ing theoretical conjecture. 

Oe A aD Ca ae ae ETT 

No. 279.—VOL. LXx. 
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Scandinavian authors of twelve recent Scandinavian works of some im- 
portance, an average of six pages per review, considerably longer than 
reviews in the English journals and considerably more informative. This 
innovation is a most welcome one, and enhances the value of an already 
valuable survey. 
E. J. MisHan 
London School of Economics. 


Money in a Theory of Finance. By J. G. Gurizy and E, S. SHaw. With a 
Mathematical Appendix by A. C. Enrnoven. (Washington, D.C.: 
The Brookings Institution (London: Faber), 1960. Pp. xiv + 371. 
$5.00.) 

Tus is an interesting and important book, the main theme of which is 
indicated in the title. Money in a modern economy does not just appear. 
It is a form of debt which is created either to finance Government expenditure 
or in exchange for some asset. This in itself is hardly a new idea, but what 
is relatively novel in the authors’ contribution is that they actually take 
account of it in the development of their monetary theory! They argue 
that existing monetary theories tend to ignore the asset counterpart of 
money. These theories use a “ quantity of money ” and a “ rate of interest,” 
but contain no adequate analysis of the demand and supply of financial 
assets other than money. 

Another fault that the authors see in some monetary theories might be 
called the “vice of consolidation.”” Because one man’s debt is another 
man’s asset, and because very often one man’s liabilities are backed by his 
assets, a large part of these assets and liabilities is cancelled out when the 
accounts are consolidated. Such consolidation, however, precludes any 
proper analysis of the role of financial intermediaries in the economy. 

The authors’ programme is therefore to build up a theory of money and 
finance which takes account of the ways in which money is created and 
which is free from the “ vice of consolidation.” They develop their theme 
with very great skill and clarity by the use of models of gradually increasing 
complexity; and the book serves, among other things, as a useful introduction 
to the problems associated with the name of Professor Patinkin, to whom 
the authors owe much. As the reader progresses, however, he becomes 
aware of an idiosyncrasy in the choice of models. In no case is the Govern- 
ment allowed to issue bonds to the private sector, and although this omission 
is recognised late in the book, it is hardly made good. The explanation of 
this neglect of Government debt other than money is obscure, but the clue 
is to be found in Dr. Enthoven’s mathematical appendix (the greater part 
of which this reviewer is competent only to admire and not to appraise). 
There it is made explicit that the accounts of the Exchequer and of the 
Monetary Authority are consolidated. Now, so long as the Exchequer does 
not issue bonds to the private sector, this consolidation is not “‘ vicious.” 
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The Authority can create money either by buying private bonds (“ inside ” 
money) or, for example, by financing Government expenditure (“‘ outside ” 
money, which also represents the Government’s net indebtedness to the 
private sector). If, however, the Exchequer were to issue bonds to the 
private sector, these would have to be cancelled out against the Authority’s 
holding of private bonds. Faced with the prospect of this departure from 
their own principles, the authors have apparently preferred not to allow the 
Exchequer to issue bonds to the private sector; but they would obviously 
have done better to drop the consolidation of the accounts. 

Indeed, the very concepts “ inside ”’ and “ outside’? money are a hang- 
over from the “ vice of consolidation.” After all, it is not really the money 
that is “inside” or “ outside” but rather the asset counterpart of the 
money. Asa result of the authors’ use of these concepts, the theorems they 
establish concerning the neutrality of money are of insufficient generality. 
Thus they argue that, on the usual neo-classical assumptions, a change in 
the quantity of money is neutral if either all money is “ inside’ money or 
all money is “ outside” money, but non-neutral if it is a combination of 
both. While this is perfectly correct in the context of their particular 
models, it obscures the main point, which is that, for a change in the quantity 
of money to be neutral the different forms of asset held by the monetary 
system and the different forms of Government debt held by the private 
sector must all change in the same proportion as the quantity of money. 

If Occam’s razor is to be brought into use against the notions of “ inside ” 
and “ outside’ money it might at the same time be employed against 
another of the authors’ concepts, namely the “ implicit ”’ deposit rate on 
holdings of money. In order to explain why it is that people want to hold 
money, it is surely not necessary to enlist the help of this mythical rate of 
return, which mystifies more than it elucidates. It could be discarded 
without difficulty, since it appears to play no essential part in the analysis, 
but for this very reason it is a minor matter compared to the consolidation 
of the accounts of the public sector, which actually inhibits the proper 
development of the authors’ ideas. 

The reader of this review, however, would be wrong to conclude that 
the inadequate treatment of Government debt seriously detracts from the 
positive contribution made by the book. While it is certainly a weakness, 
it is one that could easily be remedied; and if it were, the authors could 
justly claim to have laid the foundations of a definitive general theory of 
money and debt. 

Cuartes Kennepy 
The Queen’s Coliege, 
Oxford. 
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Commodity Reserve Currency. By E. M. Harmon. (New York: Columbia 
University Press (London: Oxford University Press), 1959. Pp. 140. 
28s.) 


Tue sub-title of this book is “ The Graham-Goudriaan Proposal for 
Stabilising Incomes of Primary Commodity Producers.” The proposal is 
to establish a buffer stock of standard storable commodities in prescribed 
physical proportions, and to stabilise the price of a composite unit into which 
all the commodities would enter in the same proportions: 

* Units would be — sold) in unlimited amounts should the 
of the unit (rise) a } oon baboon below (above) a stated 
stabilisation level” (p. 40). 

Mr. Benjamin Graham, in his book Storage and Stability (1937), contem- 
plated a composite commodity reserve as the basis of a monetary system 
designed to stabilise the wealth value of the money unit. A commodity 
reserve currency would be issued in payment for the units, and would be 
withdrawn through the sale of the units. This currency would be inter- 
changeable with gold or United States dollars through the International 
Monetary Fund (p. 68), and would in effect provide the basis of a monetary 

Dr. Harmon has misgivings as to the possibility of co-ordinating 
“the objectives of monetary-fiscal-wage policy . . . with the additional 
objective of keeping the stockpile within limits” (p. 43). He does not 
consider the possibility of so regulating the flow of money as to conform to 
the requirement of a fixed money value of the commodity-unit, but concludes 
that the commodity-unit must on occasion be revalued. 

He thus abandons the idea of regulating the value of money by a com- 
modity standard. He quotes Mr. M. K. Bennett in favour of varying the 
price of the commodity-unit in proportion to a fifteen-month moving average 
of the general price level, but prefers an automatic system for adjusting the 
price to the state of the reserve. He proposes an ingenious mathematical 
formula (p. 48) to this end. 

The plan therefore loses its monetary character, and becomes one more 
buffer-stock proposal for affording producers of primary products some 
relief from the excessive fluctuations of prices. It deals with the primary 
producers as a group, and protects them in some degree against a general 
expansion of contraction of demand for their products. 

But among the commodities composing the unit the plan has the dis- 
advantage of causing a “‘ mutual destabilising of prices ” (p. 54). The wide 
fluctuations of prices of primary products are attributable to inelasticities 
both of demand and of supply combined with big variations in production 
arising from causes beyond human control. The commodity reserve with- 
holds a stock of each commodity from the commercially necessary stocks, 
and intensifies the scarcity of any that are in short supply. If the rise of the 
prices of these increases the price of a unit, units are sold. But then, to the 
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extent that the scarcity of some commodities is relieved, the markets for the 
others have to absorb excess supplies, even though some may be already 
suffering from redundant supplies. If each commodity had a separate 
buffer stock, sales of those in short supply would be accompanied by pur- 
chases of those in excess supply. Dr. Harmon fails to find any remedy or 
palliative for this disadvantage. His conclusion (p. 61) is that “ the mutual 
destabilisation of prices could be troublesome—but only for commodities 
price inelastic in both demand and supply and subject to erratic change in 
either.” Unfortunately those are the characteristics of most primary pro- 
ducts, and are the root cause of just those troubles which buffer stocks are 
designed to cure. 

The fact is that the composite commodity reserve, once it is dissociated 
from the idea of stabilising the wealth-value of money, has lost the reason 
of its being. The very title “‘ Commodity Reserve Currency” becomes in- 
appropriate. And anyhow Mr. Graham’s conception of a stable money is 
not very satisfactory. The ideally stable money would be stable in terms 
of the wage-level. A stable price-level would be a second best, but a fixed 
price level of primary products alone would be very imperfect indeed. 

Ratpn HawtRey 

London. 


The Income of Nations. Theory, measurement and analysis, past and present. By 
Paut Srupensxi. (New York: New York University Press, 1958. 
Pp. xxii + 554, $25.00.) 


Wuen in the middle thirties Professor Studenski started work on the 
present volume about two dozen countries were on record as having had 
their national income measured at one time or other. When he finished his 
manuscript, some twenty-five years later, the total number of countries for 
which national-income estimates were prepared—in many cases on a 
continuing basis—was approaching the one hundred mark. Also, in the 
meanwhile, estimating techniques had become much more refined and a 
wide literature on the subject had grown up. Thus, as time moved on, the 
author’s project to survey the history, theory and practice of national-income 
estimates on a world-wide scale assumed tremendous proportions. That, 
none the less, he succeeded in bringing it to a successful conclusion by pro- 
ducing this very readable, well-presented and truly encyclopedic account of 
the income of nations must be considered a great achievement, which 
commands respect. 

In all likelihood Professor Studenski’s study on the income of nations will 
be considered for many years as the standard reference book on the history 
of national-income estimating. To do the author justice it is, I think, in 
this light that we should view his work. In the field of theory and methodo- 
logy he does not have anything to offer that is really new; it is in the record- 
ing of the history of the subject that his strength lies. Actually the part of his 
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book that specifically deals with problems of theory and methodology reflects 
more or less the state of thinking on the subject round about, say, 1950, when 
national accounting was still in its infancy. All the main problems from 
housewife services to the treatment of government are taken up, but no new 
light isshed upon them. There is, of course, nothing wrong with this as long 
as we consider this part of the book not as a separate piece of work but rather 
as an integral part of the historical survey. As such it provides the theoretical 
background against which the author must have evaluated the various 
estimates made over the course of three centuries right up to the date that the 
manuscript was sent to the printers. Presumably this is the way the author 
himself has looked at it too. At least that is what I am inclined to think, 
judging by his candid remark with respect to national accounts, a subject 
which presently dominates the field: “ The simultaneous presentation of so 
many different phases of the same transactions in the form of debits and 
credits is, to any person not fully conversant with accounting techniques, 
difficult to follow.” From this it will be clear that Professor Studenski’s 
volume does not go beyond the history of national-income estimating and 
that the history of national accounting still remains to be written. 

The book is divided into four parts: I. History; II. Theory and 
Methodology; III. Estimates for Selected Countries; and IV. Develop- 
ments in Sixty-six Other Countries. Parts I, II and III cover some 150 
pages each and Part IV some fifty pages. The remainder of the volume 
is taken up by a statistical appendix, some forty pages of footnotes and an 
index. 

Part I starts off with a very instructive chapter on the development of 
concepts, which actually provides a bird’s eye view of the whole development 
of the subject. This is followed by six chapters reviewing the successive 
individual estimates in the two pioneering countries, England and France, 
starting with William Petty’s first estimate of 1665, and one lengthy chapter 
on “ three lost Russian estimates of the end of the eighteenth century.” In 
these chapters Studenski sketches the background of the early estimators, 
explains the circumstances that caused them to make their estimates and 
tells us how they set about the job. In fact, he does more. He attempts 
throughout this part of the book to examine each new idea and each new 
major estimate as it relates to the political, social, economic and cultural 
conditions, and to the state of development of economics and statistics of its 
country at that time. This broad conception of the historian’s task and the 
skill with which it is executed make these chapters fascinating reading. 
This part of the book concludes with two chapters which are devoted to the 
first developments outside England and France, and the universalisation of 
national-income estimating in the twentieth century. 

In Part II Professor Studenski deals with basic concepts, the area of 
production, final vs. intermediate products, the treatment of government, 
social accounts, intertemporal and international comparisons and the three 
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estimating methods: net output, income-distributed and final expenditure. 
Some of the ideas he expresses in this part are a little outmoded. Thus, for 
instance, the identification of the results of these three estimating methods 
with productivity, equitableness of the existing social and economic order, 
and economic welfare is highly debatable and will find few, if any, supporters 
to-day. Also on some points I found Professor Studenski distinctly obscure. 
Thus, for instance, while he starts off with the correct definition of net 
income from abroad on p. 173, he claims on the same page that it becomes 
negative “‘ when a country imports more than it exports,” and later on, ¢.g., 
in the chapter on France, again identifies income from abroad with the 
export surplus. 

Part III, which in a sense carries on the historical survey by describing 
in more detail the set-up of the estimates and the methods employed in 
thirteen selected countries, although less readable than the rest of the 
volume, I found very valuable. The selection is well done. Most esti- 
mators will be able to pick up some hints from it. As examples I may 
mention the heavy reliance on sampling and residual estimating of aggre- 
gates in Ireland and the ingenious methods applied by Benham for the West 
Indies and Malaya and Rao for India, both of whom filled in gaps by 
making personal inquiries. Also the realisation that the first national- 
income estimates for countries, which by now are among the most advanced 
in this field, were extremely crude, may give some encouragement to those 
still in the initial stages of development. A note of warning should be 
sounded, lest the reader should think that the state of affairs as described in 
these chapters reflects the position as it is to-day. This is far from true. 
National income and national accounting is a lively field. Countries are 
improving their estimates of the various aggregates very rapidly, and most 
of them are by now well ahead of the situation of round about 1955 which 
Professor Studenski describes in these chapters. 

Finally Part IV is a most useful source of reference for the many countries 
not covered in the earlier parts of the volume. Particularly the biblio- 
graphies, which cover years prior to those available in the extensive biblio- 
graphies of the International Association for Research in Income and Wealth, 
should prove helpful to the student who wishes to acquaint himself more 
fully with the development of national-income estimating in one of the 
countries covered in this part. 

This book, which represents a unique contribution to the literature on 
the subject, can be recommended to all libraries specialising in economics 
and statistics. One would also like to see it on the shelves of individual 
scholars, but its high price will presumably deter many from buying it. 
The publishers might do well to consider issuing Part I separately at a lower 
price. 

G. Sruver 


Paris. 
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Determinants of Consumer Demand for House Furnishings and Equipment. By 
V. G. Lipprrr. Harvard Economic Studies, Vol. 110. (Cambridge, 
Mass.: Harvard University Press (London: Oxford University Press), 
1959. Pp. xvi +172. 48s.) 


One of the major decisons a demand analyst must take concerns the 
choice of variables to be be included in his analysis. On the one hand, the 
omission of a variable which has a real influence on demand will at best 
reduce the predictive power of his analysis and at worst bias his estimates 
of the influence of other factors; while, on the other, the number of variables 
whose influence he can measure with any accuracy in time-series analysis 
is severely limited. However, the danger of bias can be reduced by the 
injection of the results of a cross-section study into the time-series analysis. 
The principal concern of Dr. Lippitt’s investigation of the determinants of 
consumer demand for house furnishings and equipment is the integration 
of these two types of analysis. 

The main interest of the study lies in the use of analysis of variance 
techniques to estimate the influence of income, family composition, occupa- 
tion and location on the proportion of a family’s income which is devoted 
to furnishings; and in the method by which the results obtained can be 
aggregated to form a variable suited to time-series analysis. In estimating 
these effects Dr. Lippitt makes the hypothesis, which is tested and found 
satisfactory, that they can be treated as additive and independent. Then 
to combine the effects in aggregate it is only necessary to know the distribu- 
tion of income by each characteristic separately: knowledge of the joint 
distribution is not required. For each of six “ bench-mark ” years income 
distributions are estimated, and a “ combined distributional effect ”’ on the 
proportion of expenditure is calculated. From this it is easy to obtain an 
annual series showing the changes in expenditure on furnishings which 
might have been expected to result from changes in the characteristics of 
the population. 

The distributional series is used as one variable in a time-series analysis 
in which an equation to predict expenditure on furnishings is developed. 
An iterative procedure is adopted, the estimates of some parameters being 
held constant while others are evaluated. Although in the later stages of 
this iteration only data for the years 1929-41 are used, the final equation 
gives fairly accurate predictions for the post-war years. 

The analysis of variance has one great advantage over regression analysis 
as an instrument for investigating cross-section data: it permits the data to 
determine the influence of each variable without any bias from the in- 
vestigator’s preconception of the correct functional relation. This is 
especially valuable when a non-parametric effect, such as family composition, 
is being determined, since in this case it is usually impossible to specify a 
functional relation with any confidence. However, when the effect of a 
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continuous variable which has been arbitrarily grouped into class intervals 
is to be considered, the analysis of variance may not be appropriate. For, 
first, some preconception of regularity is justified—a condition which does 
not seem to be satisfied by the income effects obtained for clerical workers. 
(Chart VI (a), p. 48.) Secondly, the analysis of variance is not itself 
sufficient when it is necessary to extrapolate beyond the range of the available 
data, a situation which arises with regard to high incomes. In Table 34, 
for instance, the range of income is extended beyond that previously con- 
sidered. The income effects for high values have not been entered from 
Table 28, and there is no indication how they have been obtained. Since 
the fall in the proportion of total income accruing to families with very high 
incomes is responsible for two-thirds of the income distributional effect in 
Table 34, it is somewhat unfortunate that so much is left to the imagination. 

The survey data used in the analysis present many problems. An 
ingenious method is adopted to estimate within-cell variances, and the 
distribution of the observations is certainly contrary to the theoretical 
assumptions of the analysis of variance. In these circumstances Dr. Lippitt 
is careful to support his statistical significance tests with other evidence. 
Nor is the coverage of the survey really adequate, particularly with regard 
to young families to whom special treatment is given in the time-series 
analysis. 

In view of the deficiencies of the data, it is unlikely that this book will 
be of great value as a practical study: its value lies rather in the method 
by which cross-section variables are included in a time-series analysis. By 
his use of the analysis of variance the author has drawn attention to a 
technique which may be of considerable importance in the development of 
an understanding of consumer demand. 


Department of Applied Economics, 
Cambridge. 


A. D. Baw 


Elementary Mathematics in Economics. By W. T. Dowserr. (Nedlands, 
Western Australia: University of Western Australia Press (London: 
Pitman), 1959. Pp. xxi + 250. 30s.) 

An Introduction to Mathematics for Students of Economics. By J. Parry Lews. 
(London: Macmillan, 1959. Pp, x + 394. 40s.) 


Waar is the best way for an economics undergraduate to learn ele- 
mentary mathematics? Experienced teachers are implicitly committed to 
differing views. Mathematics can be taught briskly and in outline after the 
steady absorption of economic theory taught in the literary manner over a 
prolonged period. The student is shown that many elementary mathe- 
matical ideas are already in fact reasonably familiar to him, although he has 
thought of them in a peculiarly economic context without regard to their 
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more general applicability. He can acquire insight by being guided from 
one theoretical problem to another using the same general mathematical 


The advantage of such an approach is that undue time is not spent 
dealing with bits of elementary mathematical bookwork that have no obvious 
relevance to the economist. However, I suspect that the benefits of this 
kind of treatment are certainly limited to students of high intelligence, and 
may be restricted to those who possess an innate, even if uncultivated, ability 
for mathematical thought at the appropriate level. Those for whom the 
process of learning is a slower, more painful, but no less effective, process 
are in danger, I think, of being left to limp home alone virtually from the 
start. 

If it is desirable, as I am certain that it is, for those who can benefit from 
mathematical training to receive it in doses which they can swallow with 
comparative ease, then we must accept the fact that many students will 
have to be taught elementary mathematics in a manner which traditionally, 
at any rate, has been thought more appropriate to school than to university. 
Such instruction will not suit the impatient, who are reluctant to acquire 
knowledge that does not possess any immediate or obvious connection with 
their main field of study. In the long run, however, the man who has 
pursued a longish course in mathematics in parallel, rather than in series, 
with his economics may well have acquired the firmer springboard for later 
profitable work. 

The two books listed at the head of this review are both excellent works 
of their kind. Mr. Dowsett has written for the intelligent and sophisticated 
economist who wishes to thicken up his mathematics quickly. Mr. Parry 
Lewis’ book is designed for those who want to learn mathematics with a view 
to its possible use in economics, which presumably they have simultaneously 
started to study, but who mostly wish to be taught mathematics as well as 
economics. If anything, Mr. Dowsett seems to have made things look 
easier than they really are, while Mr. Parry Lewis has not been able to resist 
the temptation to include interesting things which he thinks any educated 
man ought to know, even if the topics concerned are neither particularly 
elementary nor of even indirect application to economics. 

The two authors have reacted in different ways to an important need. 
Their differences in treatment will become unnecessary if and when any 
school boy, who can benefit from further training in mathematics, is provided 
with such training after “‘O ” level, irrespective of his main field of specialisa- 
tion. 

A. D. Roy 


Sidney Sussex College, 
Cambridge. 
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The Price Discrimination Law, A review of experience. By Corwin D. Epwarps, 
(Washington, D.C,: The Brookings Institution, 1959 (London: Faber, 
1960). Pp. xxii + 698. 72s.) 

Tuerz is no British equivalent of the Robinson-Patman Act “ to restore, 
so far as possible, equality of opportunity in business by strengthening 
antitrust laws and by protecting trade and commerce against unfair trade 
practices and unlawful price discrimination.” Nor, to the best of my 
knowledge, is there any serious pressure to create one. Apart from a limited 
amount of unrest about multiple shops, interest in monopsonistic or mono- 
polistic discrimination is here confined largely to academic specialists in the 
subject. This being so, many people will be tempted to think that they can 
safely pass by Professor Edwards’ review of American experience; all the 
more so, in view of the 700 pages which are needed to summarise the findings 
of his precise and detailed scholarship. 

Those who take the easy option will be making a mistake. For I think 
that his examination of this special case has very important general lessons 
for all who are concerned with the statutory regulation of economic condi- 
tions; whether they are concerned merely to promote such regulation or 
have the difficult job of administering it. In particular, the book is required 
reading for anyone who is concerned with the development of restrictive- 
practices legislation in this country. The fact that perhaps only a lawyer 
could properly appreciate the nicer points does not gainsay this; indeed, 
this in itself carries a significant moral. 

Many interests are concerned in any piece of statutory regulation; the 
original promoters, the Government and legislature which bring it into 
being, the agency which applies it, the judicial body before which it pleads 
and the parties whose conduct is the subject of regulation. Each interest 
will have its own ideas of natural justice and economic sense. Hence the 
question of what a regulation is trying essentially to do does not find an easy 
answer for either the regulated or the regulator. The first cause of the 
Robinson—Patman Act was pressure from small distributors for protection 
against chain stores and the belief that this could best be secured by prevent- 
ing the chains from securing favourable terms from their suppliers, whatever 
might be the reason why such terms were granted. But the Act im its 
outcome has proved to be much more pervasive, with unexpected side-effects, 
not all of which can have been welcome to those whose efforts brought it 
into being. 

It is no idle metaphor to speak of the living body of the law. Laws do 
indeed seem to take on a vigorous life of their own, evolving to a maturity 
very different from their natal state, to a degree which might give cause for 
reflection to the more enthusiastic protagonists of detailed regulation. Nor 
can this be attributed simply to the particular prejudices of the agencies 
which administer them. The Federal Trade Commission, which was 
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charged with applying and enforcing the Robinson-Patman Act, had to 
take the strategic decisions about what to prosecute and on what grounds; 
and doubtless its decisions were influenced by its own views on the general 
philosophy of anti-trust and the more mundane administrative consideration 
of not making life too difficult for itself. But it had to have regard also to 
the intent of Congress, the language of the Statute, general and changing 
public attitudes, and, not least, judicial tradition. Perhaps I betray only 
the innocence of an economist in being surprised by the judgment of the 
Fifth Circuit Court in the Webb—Crawford case. It is nevertheless a striking 
illustration of the power of the Courts to mould a new law in their own 
image. “ The punctuation as published is confusing,” they said, ““ We think 
the true meaning is better indicated by taking the comma out after ‘ thereof,’ 
and inserting it after * rendered.’ Commas are not to be suffered to defeat 
the legislative meaning 

It is too early in the history of the Restrictive Practices legislation here 
to be able to generalise about how the Registrar and the Courts are approach- 
ing their problem. But Professor Edwards’ analysis provides a sobering 
warning against any belief that all is over bar the shouting. 

Indeed, his account suggests that it might be very dangerous if this were 
so. He comments on the infrequency with which the Commission’s com- 
plaints have resulted in judicial decisions and points out that this has 
reduced the pressure on it for clarity, accuracy and substantive adequacy in 
its findings and orders. 

/ iho} porn process is based on the presumption that substantial 
ill emerge from the clash of opposing contentions. Where that 
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clash has been sporadic, as in under the Robinson—Patman 
Act, it is not surprising that the findings and orders have been some- 
times €, sometimes perfunctory, and sometimes unusually broad in 
scope. ¢ Commission has been forced to substitute for the pressures 
of litigation a control exercised h its own administrative processes 
of surveillance and review. The decisions justify doubt that these 
—— have been adequate to the task that has been imposed on 
em. 


There are stronger reasons than the material interests of lawyers and expert 
witnesses for wishing a long and active life for the Restrictive Practices 
Court. 

There is food for thought also in Professor Edwards’ remarks about the 
infrequency of efforts to ascertain the extent of compliance with the Com- 
mission’s orders and the effectiveness of those orders in accomplishing their 
intended results. This is a problem which has arisen already from the 
activities of the Monopolies Commission, and it may assume increasing 
importance as the law on Restrictive Practices becomes better defined. In 
all departments of social affairs the effectiveness of regulation depends 
ultimately on public acceptance of the virtue of the regulation and the 
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development of some sense of shame at being found in breach of the law. 
It remains to be seen how far public attitudes on the issues covered by 
legislation about competition will develop in the required direction. 

After dealing with the legislative history of the Robinson-Patman Act, 
Professor Edwards goes on to a systematic and detailed examination, on a 
case-by-case basis, of the application of its injunctions against brokerage, the 
requirement of proportionality in payments and services, quantity, volume 
and functional discounts, and the attempts to justify price differences on cost 
grounds. His extensive discussion of territorial discrimination and the 
Robinson-Patman Act is set in its proper context, as only one element in the 
complicated basing-point controversy which ranged well beyond this par- 
ticular Act. The book ends with an appraisal of the effectiveness of the 
Act asa whole. Professor Edwards’ conclusion is that its benefits in fostering 
competition on balance have probably outweighed the disadvantages of its 
side effects, but that the balance of advantage could be tilted much more 
decisively by amendments to the Statute which he suggests. 

I would not be so bold as to challenge Professor Edwards’ judgment. 
But I must say that this examination of American experience is unlikely to 
inspire people with a degree of enthusiasm, for either stopping discrimination 
which damages competition or preserving equality of opportunity in the 
market for goods, sufficient to move them to missionary work in the United 
Kingdom. Doubtless, a certain amount of pettifogging interference is in- 
herent in all regulation, and we need not take it too tragically that, as an 
unexpected by-product of the Act, Elizabeth Arden lost her freedom of 
choice in stationing ‘‘ cosmeticians,”’ or Luxor its freedom to sell cosmetics 
in 10-cent packages. Nevertheless, Professor Edwards has displayed a 
daunting vista for any would-be regulator. 

To suggest that it will make few converts is not to condemn but to 
commend this book. It is a genuine and serious question for consideration 
in any particular case, and one perhaps insufficiently recognised by academic 
observers, whether the benefits which may be expected to flow directly from 
Government regulation of a particular activity will or will not be outweighed 
by the damage flowing from side-effects which may be as unavoidable 
as they are unintended. Professor Edwards’ whole discussion illuminates 
this central question in a most penetrating fashion. I may perhaps display 
some professional bias in commending as the most distinctive feature of his 
book the extremely practical spirit in which the subject is approached and 
the wide administrative experience which informs it. Be that as it may, if 
his book does no more than bring home to its readers both the importance 
and the difficulty of knowing precisely what you want to do, and of being 
as sure as human fallibility will allow that the action you propos: will do 
just that and no more, he will have performed a very valuable service. 

Jack Downtz 

London. 
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The Cosporation in Modern Society. Edited by E. S. Mason. (Cambridge, 
Mass.: Harvard University Press, 1959 (London: Oxford University 
Press, 1960). Pp. xv + 335. 54s.) 

AMERICAN economists are fortunate in having colleagues in political 
science and law who are interested in the economic aspect of industry and, 
in particular, business organisations. In this study of the large company (“ so 
much our most important economic institution ” as Professor Mason says on 
the very first page), two political scientists, Professors Latham and Long, and 
three lawyers, Professors Chayes, Brewster and Eugene Rostow, co-operate 
with four economists, two professors of business administration and one of 
social research, in almost a model ensemble. The plan of co-operation is 
most admirably set forth by Professor Mason; and his fellow economists 
Professors Kaysen and Schmookler deal respectively with “How Much Power? 
What Scope?” the Corporations possess and ““Technological Progress and the 
Modern American Corporation.” Professor Schmookler sums up compre- 
hensively on the amounts spent in research and development by corporations 
of various sizes. He thinks “‘ the corporation, not the woodshed or basement, 
has become the major seedbed where new ideas sprout” (p. 165), but he 
quotes figures (pp. 161~—3) to show that it is not necessarily the largest cor- 
porations that spend the highest proportion of their assets or sales on research 
and development. 

Co-operation does not entail agreement, and there is a refreshing argu- 
ment between Professor Lintner, of the Harvard School of Business Adminis- 
tration, and Mr. Berle (the lawyer), who writes a foreword. Professor 
Lintner indeed attacks the main positions of the very book which in 1932 
initiated this line of study—Berle and Means’ Modern Corporation and Private 
Properties. In his chapter on the “ Financing of Corporations” Professor 
Lintner makes so bold as to question (pp. 170-1) Berle and Means’ “ three 
basic propositions. The first affirmed increasing concentration in the economic 
and financial structure of the American economy. The second emphasized 
progressive separation of control from ownership in nonfinancial corpora- 
tions and . - power . . . free from shareholders’ influence. . . . The 
third . : amerted major changes j in corporate behavior and performance,” 
perticulasly lower dividend payments. It is a pity that Gardiner Means 
does not contribute any chapter in this book, particularly since the facts are 
now much more accessible than in 1932. But in any case the majority of 
contributors to this book seem to assume that the last two propositions are 
valid. In England certainly, the trend seems to have gone more according 
to Berle and Means than according to Lintner. It is true that Evely and 
Little have shown in commendable detail that almost as many industries 
experienced between 1935 and 1951 a fall as a tise in the largest firms’ 
concentration of output. But, on the other hand, the large companies’ 
assets appear to have risen more than the smaller companies’; within the 
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company the proportion of votes held by the largest twenty holders has 
diminished, and with it, presumably, the controlling influence of such 
concentrated ownership, and the proportion of profits paid out in dividends 
fell heavily about 1947, and has on the whole stayed down when compared 
with the pre-war period. In England, if not America, a managerial evolu- 
tion, at least, seems on the way. 

This controversy over the manager’s independence raises the question of 
the mobility, provenance and training of managers and their outlook, and 
it is here that social research is called upon to co-operate. Professor Lloyd 
Warner, in his chapter on the “‘ Corporation Man,” compares his findings with 
those of Taussig and Joslyn a generation earlier. He points (p. 110) to the 
“‘ enormous increase in the proportion of executives of big business who 
attended college ” and holds this increase to contradict the current thesis 
of organisation man, “ the corporation robot.’’ This view seems to put a 
somewhat inflated value on what a university, let alone an American 
college, does for a man’s character! 

If managers are not entirely independent the question arises in whose 
interest they should work: the shareholders; their employees; or perhaps 
the consumer and the general community. Usefully different answers again 
appear in these pages; this time varying between lawyer and lawyer. 
Professor Rostow sticks to the manager’s responsibility to the shareholders; 
obviously maximisation of profits to capital is otherwise meaningless as an 
objective. But Professor Chayes argues for the work-force as “a con- 
stituency of the corporation, requiring representation in its government” 
(p. 43), Professor Norton Long deals with the interests of the local com- 
munities in which Corporations maintain factories, and Professor Brewster 
thinks of corporations as sub-sovereigns to be federated into the general 
government of the country. His chapter is a sketch for a political science 
applied, as I have long hoped it would be, to economic institutions and 
organisations, and he makes fruitful use of political concepts, for instance 
that the corporation is as a rule a one-party state which, with its proxy 
voting, shows a refinement of machine politics. The exception to the rule 
occurs as a take-over bid looms up, when the electorate organised in two 
parties may overturn the legislative directorate. Certainly the problems of 
representative government, bureaucracy, decentralisation and the succession 
are all immensely important to the economic efficiency of the large company, 
and more help should be looked for from a political science accustomed to 
tackling these problems elsewhere. It is even possible, and useful, to think 
with Professor Brewster of trade unions as a Second House modifying the 
Board’s legislation. The arena of conflict between trade unions and 
corporation is considered in a separate chapter by Neil Chamberlain, 

International interests are catered for in the last three chapters. Raymond 
Vernon writes on the “American Corporation in Underdeveloped Areas,” 
C. A. R. Crosland on the “ Private and Public Corporation in Great 
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Britain ” and Professor Gerschenkron on “ Industrial Enterprise in Russia.” 

Mr. Crosland rightly stresses the newly acquired sensitivity of the English 
business-man to public opinion and the pressure government can bring to 
bear (p. 263) since “ the ‘ Old-Boy net’ operates strongly between industry 
and Whitehall.” Nationalisation, he concludes, should be kept as a reserve 
power of last resort, and he quotes from the Labour Party’s Industry and 
Society that “‘ under increasingly professional managements large firms are 
as a whole serving the nation well.” The Party, however, did not have 
much enlightened evidence to go on. Let us hope that an enlightening 
book of this sort will, sooner rather than later, be written for this country. 

P, SarGAnt FLORENCE 


University of Birmingham. 


Principles for British Agricultural Policy. Edited byH.T.Witutams. (London: 
Oxford University Press for the Nuffield Foundation, 1960. Pp. xiii + 


317. 18s.) 


Tus book has suffered from too long a gestation period and too many 
authors. It began by the Nuffield Foundation deciding in 1945 that it 
would be useful to look deeply into the facts of British agriculture, and 
bringing together a group of experts representing farming, agricultural 
science, sociology and economics, and human nutrition to direct the investi- 
gation. In January 1948 the late Mr. T. Eastwood was appointed to collect 
information, to compile the records of the committee’s discussions and to 
prepare drafts for discussion by the committee. His first draft was com- 
pleted when he gave up this work on October 1951, and it was not until 
July 1956 that Mr. H. T. Williams undertook to prepare the report for 
publication. The final form is his work, undertaken in consultation with 
the chairman of the committee, Sir Frank Engledow; the remaining members 
of the committee saw the final report only in proof and were not asked to 
give their. assent to it. 

Thus the first draft was prepared when food was short and when the 
case for an agriculture which could expand to feed more of this country’s 
population in time of war appeared stronger than it does now. Both the 
change in the world demand and supply situation and the changed strategic 
outlook due to the development of thermo-nuclear weapons are allowed for 
in parts of the report. But only, it seems to me, in parts. Other parts still 
read as though they were based on the world as it appeared before 1951. 
The Summary, basically, does not. I say basically; for I feel the strategic 
arguments for a more flexible agriculture are overstressed even there. 

The aim of the committee was “ not to advocate policy’’ but “ to 
adduce a body of principles on which long-term policy might be based for 
such use of the land as would serve the enduring general interest of the 
country. These principles it was decided should be derived from a study 
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of economics, agricultural science and practice, nutritional science, military 
strategy and sociology ” (p. v). 

Apart from a brief summing up, the book is divided into parts dealing 
with principles of policy derived from each of these disciplines, except from 
economics. (Nutrition has only a chapter.) For principles based on 
economics are substituted principles derived from, in Part I, an historical 
review and, in Part V, the demand and supply of farm products. These, 
particularly Part I, are the least satisfactory parts of the book. . Part I is 
unfortunately riddled with inaccuracies. Thus, on p. 15 it is said of the 
Greene Committee set up in 1934 to inquire into the condition of the sugar 
industry in the United Kingdom that ‘“‘ some members were for the abandon- 
ment of the subsidy, some for its gradual elimination over a period of three 
years . . . and others for a continuance of the subsidy.” In fact, the 
Committee had three members, not three views; the Chairman and one of 
his colleagues took, together, the second of the views set out above; the 
remaining member took the third of them. Again, it is surely controversial 
whether, on balance, “‘ the marketing schemes... resulted in some 
rationalization of distribution ” (p. 18). What is the evidence for the state- 
ment that “in 1840 almost the whole of Britain’s food supply was home 
produced ”’ (p. 32)? More serious, the tables of production and net output 
in the United Kingdom on pp. 24 and 26 give no indication that the United 
Kingdom included Eire up to and including 1920-22 and excluded it from 
1926 to 1929. (The source of the figures, E. M, Ojala, allows a break in 
his tables, as this Report does not.) Consequently the conclusions in several 
places on the movement of output are erroneous. And does post-war ex- 
perience really suggest “that it is easier to stimulate general rather than 
selective expansion of production ’”’ (p. 68)? When price incentives were 
adjusted sufficiently selective expansion was surely secured. 

Part V is sketchy and inconclusive. It could not have been definitive; 
but surety rather more could have been made of probable movements in 
population and in the terms of trade. 

I am not complaining that no principles for policy were derived from 
economics alone. For economic principles, without the facts provided by 
the other disciplines, can only give very general principles, I feel, however, 
that economic factors could, throughout the book, have been given more 
weight and treated rather more adequately than they are. Too many views 
are mentioned, without being sufficiently digested. 

The longest section (128 pages out of a total 307) deals with the prin- 
ciples for agricultural policy deriving from agricultural science and farming 
experience, and reaches the clearest conclusion, that “as a measure for 
adaptation to the physical conditions of this country, to its economic cir- 
cumstances and its nutritive needs, a system of mixed farming, particularly 
ley farming, has substantial advantages” (p. 196). This is, indeed, the 
keynote of the book, and is made convincingly. 
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The other main point dealt with in this section is the possibility of in- 
creasing output and the effect of so doing on ‘agricultural efficiency. This 
is a difficult subject, to which the report does not fully attempt an answer 
but presents some calculations, which, when put together in the summary 
and conclusions to this section (pp. 197-8), seem somewhat like adding 
apples to oranges. For it is calculated, first, that to change to ley farming 
should increase the output of agriculture (in terms of the energy value of 
the product if fed to animals) by about 8 or 9%, worth about £113 million 
to farmers at the 1955-56 level of purchased feed prices. These were un- 
subsidised world prices. Secondly, it is guessed (for the report very rightly . 
emphasised that no more than a guess can here be made) that to apply the 
best-known methods of improving farming practice might increase output 
by 30%, or about £400 million. But this calculation is based on farm sales ; 
at subsidised prices—and subsidies on commodities in 1955-56 amounted to 
about £175 million and production grants to close on £60 million. One 
should at least take off 30% of £175 million, or just over £50 million, from 
the £400 million to compare with the first calculation. In fact, the two 
are added together to produce a possible increase in output of £500 million, 
or, it is said, rather more than 35% above recent levels. It is emphasised 
that this is a “‘ potential increase arrived at on purely agricultural and 
scientific grounds. It does not take into account the implications of such 
an increase on price and marketing problems or the problem of capital re- 
quirements, and soon.” What, then, is its value? 

At times the report seems to assume that British agriculture should be at 
least as large as at present, though in the summing-up it is stated that the 
report does not presume to give an answer to this question (p. 303). In 
Part III, on principles derived from a review of farming life (the sociological 
section), an interesting and sensible section, no case is made out for special 
help on these grounds; and in Chapter XXVII no special claim is made for 
it on nutritional grounds. The special case for assistance, in the summing- 
up, is said to rest on strategic grounds, though “ the report does not attempt 
to judge whether the present level is above, at, or below the level that strategy 
seems to require” (p. 303). As I have already suggested, this case now 
seems to me weak. 

The real case for a flexible agriculture, as the report points out, is the 
danger of the terms of trade moving against us. 

“The principle that emerges is that if quick expansion is to be 
achieved i ti ties of emergency, there dial elvis te ‘eiichigh skilled 


farmers employing properly equipped and experienced workers capable 
of producing wha ieendian bar teptneel Geeks tuk tale hap hicks tpt 


in good heart. What this means in the simplest terms is that land that 
is worth ploughing should be ploughed regularly ” (pp. 304-5). 


Truc, but, as indeed the report generally recognises, rather vague. 
I have touched only on a few of the points raised in this somewhat 
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episodic book. I wish that time had really been allowed to bring the different 
points together and to bring out more fully the basic economic considerations 
which should guide policy. 
Newnham College, 
Cambridge. 


Agricultural Marketing Policies. By G.R.Atten. (Oxford: Blackwell, 1959. 
Pp. xii + 336. 42s.) 

Tnis is not, as might be conciuded from the title, a comprehensive study, 

from the economic point of view, of public policies in agricultural marketing. 
Its avowed purpose is, rather, to “ record the results of original study into 
meat and fruit and vegetable marketing.” This being so, it consists largely 
of a series of statistical and analytical treatments of specific fields of marketing, 
linked together by theoretical discussions of the economic principles affecting 
public policy in relation to two main sets of marketing problems: the elimina- 
tion or reduction of economic uncertainty and the limitation of costs. 
' This method of approach inevitably leads to a somewhat unbalanced, 
partial and untidy treatment of the subject, in spite of (or perhaps, to some 
extent, because of) an attempt to tie up loose ends and rectify omissions by 
means of a concluding chapter, into which, as into a kind of rag-bag, such 
topics are lumped as the operation of Agricultural Marketing Boards in 
Great Britain and the provision of market intelligence. The specific aspects 
of marketing in operation which are selected for study are not always par- 
ticularly relevant to the discussions of theoretical principles which they are 
presumably intended to illustrate. There are important omissions, to some 
of which the author refers in the opening chapter. For example, the 
relationship between price-support policy and agricultural marketing 
methods is largely ignored, as are also the efforts by Governmental and 
other semi-public agencies to influence demand for agricultural produce by 
propaganda; even in his brief description of the activities of the Milk 
Marketing Board, the author appears to be oblivious of the Board’s efforts 
to induce him to “ Drinka Pinta Milka Day.” 

As regards those topics to which substantial attention is devoted, a good 
deal of important material is sometimes neglected. Although the chapter 
on fatstock marketing, for example, contains fairly lengthy discussions of the 
possibilities of direct marketing from farm to slaughterhouse and of the 
structure of the abattoir industry in Great Britain, there is no reference to the 
war-time experience of the Ministry of Food, which drastically altered 
pre-war practice in both these fields. This same chapter, on the other hand, 
devotes as much as ten pages to the relatively minor topic of live versus dead- 
weight grading of fatstock. One cannot help feeling that the contents of the 
book were too largely dictated by the material which happened to be already 
available to the author, 
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A considerable amount o1 statistical and graphical material is presented 
which will be of value to specialist students. Here and there, however, the 
author seems to be endeavouring to answer by means of global statistics 
questions which can only be satisfactorily solved by ad hoc investigations in 
the field. A typical example is the attempt to estimate the present extent 
of unnecessary reconsignment of horticultural produce between wholesalers 
in this country by comparing the total value of wholesalers’ purchases, as 
given in the Census of Distribution, with a theoretical estimate of what their 
purchasés should have been, arrived at by doubling the value of imports (on 
the assumption that, on average, imported produce needs to be reconsigned 
once), and adding on the probable value of purchases of home produce plus 
estimates of certain wholesale distribution costs. The author himself re- 
cognises the weakness of this particular use of statistics containing very wide 
margins of error, and one is therefore left wondering why he felt it worth 
while to include such a shaky calculation. 

In his conclusions regarding public policy towards agricultural marketing 
Mr. Allen, in general—and probably rightly—favours measures designed to 
encourage rather than to limit competition. Where his proposals involve 
the exercise of controls, however, they do not always show a sense of what 
would be politically acceptable, nor does he always face up to the practical 
difficulties of putting them into operation. With regard to potatoes, for 
example, he develops a theory—not strongly confirmed by the statistical 
data he gives—of a two-yearly yield cycle, and is prepared to back this 
theory to the extent of recommending that the Potato Marketing Board 
should replace its present method of regulating supplies marketed by means 
of minimum riddle sizes by a system of control of the acreage planted, in the 
light of forecasts of the probable national yield. The record of attempts to 
control production in agriculture is, of course, one of almost unredeemed 
failure; and one would hardly expect the Potato Board to commit suicide 
by trying to carry out such a policy on the basis of advance estimates of 
yield made even before the crop was sown. It is particularly unfortunate 
that the season immediately following that in which this proposal was 
originally made, 1958, which, according to the two-year cycle theory, should 
have been one of surplus production, turned out to be the very opposite, with 
short supplies and prices considerably above average. In view of this, Mr. 
Allen is surely a little unfair in castigating the Board as he does for “‘ dodging 
all responsibility for stabilizing gross production.” 

Existing text-bookson agricultural marketing are, in many cases, so largely 
descriptive and concentrate so much on technical efficiency that one which sets 
out, as this book does, to apply economic principles to agricultural marketing 
problems is a welcome addition to the literature on the subject. But one 
could wish that, in some respects, the results had been a little more convincing, 

C. H. Bracsurn 
Reading. 
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Farm Rents. A comparison of current and past farm rents in England and Wales. 
By D. R. Denman and V. F. Stewart. (London: Allen & Unwin, 
1959. Pp. 206. 27s. 6d.) 


Tus bock presents the results of a survey of farm rents in England and 
Wales carried out by the Cambridge Department of Estate Management 
between 1956 and 1958. It covers a sample of over 10% of all tenanted 
holdings of 15 acres and above, and provides the fullest information on this 
topic which has been available since the War. Apart from a slight bias 
towards the inclusion of larger farms, the sample is a representative one. 
The presentation is exclusively factual and could usefully be supplemented 
by J. T. Ward’s study, Farm Rents and Tenure, which is more concerned with 
assessing the significance of the present situation. 

The survey is of particular value in providing some hard facts about 
the results of different methods of determining rents, and, in particular, of 
the arbitration procedure between a landlord and his sitting tenant. (These 
effects can be expected to change as the provisions of the 1958 Agriculture 
Act become operative, since arbitrators are now instructed to assess a rent 
** properly payable ” by the criteria of the free market.) The study was 
based on holdings rather than estates, since our knowledge of the distribution 
of estates is inadequate for the selection of a representative sample. The 
disadvantage of this method is that landlords’ expenses are commonly 
expressed in estate totals, so that only on an estate basis can we obtain 
information on landlords’ net returns. A further deficiency of the survey, 
of which the authors perhaps make unduly light, is that it ignores any in- 
formal agreements as to the incidence of expenditure on maintenance and 
repairs. The traditional apportionment of responsibility between landlord 
and tenant appears to be changing rapidly; in the Eastern Counties, for 
example, tenants’ expenditure per acre on drainage and building seems to 
have averaged over five times the pre-war figure, at constant prices, in 1957. 
It would have been of great interest to know the extent and effects of changes 
of this type. 

The relative decline of the landlord’s reward since pre-war is a well- 
known phenomenon, and its consequences have been much discussed. The 
net return on landlords’ investment in 1957 has been estimated as 2}%, and 
while net income from farming rose by 461%, between 1938 and 1957, rents 
rose by only 83%,. Certainly the movement towards owner-occupancy has 
proceeded apace since the War, and by 1956 about 44% of farms of 15 acres 
and above were farmed by their owners. The decline of rents in the farming 
income cannot, however, be attributed solely to war-time regulations and 
post-war legislation, since it is both a long-term and a world-wide 
menon. As agriculture makes technical progress both land and 
contribute relatively less to the final product, and much more of the recent 
increase in farm incomes is due to the investment of “ tenant’s” than of 
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“ landlord’s ” capital. Farmers’ expenditure on fertiliser alone is, in Britain, 
now higher than the total payments imputed as rent and interest combined. 
Although the higher level of rents which we may now expect will blunt the 
land-owner’s incentive to sell, it will sharpen the tenant’s incentive to buy, 
and he will often be helped to do so by capital accumulated during the long 
period of low rents. It is by no means certain, therefore, that the movement 
out of tenancy will be checked and, well as our traditional system of tenure 
has served us in the past, this is a tendency not necessarily to be deplored. 
Requirements of tenant’s capital per acre are already so high as to be a 
formidable barrier to entry into farming, and the problem of the able 
potential entrant can perhaps no longer be solved by reliance on a tenurial 
system suited to an earlier technological age. 

A few of the major conclusions of the survey are: average rent per acre 
was 38s, 9d. in 1957, varying from 69s. 2d. for market gardens to 12s. 2d. for 
upland mixed livestock holdings; since 1945 rents have increased most on 
arable farms, least on grassland; both size and type of farm affect rents, but 
the. method of rent determination has been a stronger influence than either; 
“open market” rents have been on average some 11% higher than those 
negotiated with sitting tenants and nearly 14% higher than those assessed 
by arbitration; in under 4%, of the negotiations to which the arbitration 
procedure was applicable was it actually invoked; variations in rent between 
counties are greater than can be explained by differences in farm size, type 
or equipment—perhaps emphasising the extent to which the determination 
of agricultural rents is influenced by a concept of “ the just price.”” The 
full results are presented in great detail and with statistical rigour, and the 
authors manage to combine compactness with elegance in their presentation. 

AnNnE MartTIN 
London School of Economics. 


Agriculture and Urban Growth. A study of the competition for rural land. By 
G. P. Wissertey. (London: Michael Joseph, 1960. Pp. 240. 21s.) 


Tue steady loss of agricultural land in this century, mostly to urban 
uses, is a problem which arouses much topical comment, generally anxious 
rather than informed. Dr. Wibberley would earn our gratitude for his 
detailed description of the size and nature of the problem alone. While 
mercilessly exposing the inadequacies of the statistics of British land use, he 
shows great ingenuity in using the existing data to present a more complete 
overall picture than any which was available before. 

About four-fifths of the total land area of Britain are still in agricultural 
use, and between 1900 and 1950 the loss of farmland has been only 7% of 
its total, over three-quarters of this having been usurped by urban uses. 
The problem is, therefore, smaller than visual impression might suggest, 
although agricultural land diverted to urban use tends to be of above- 
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average productivity. The author expects the further loss to agriculture 
between 1950 and 1970 to be from 500,000 to 700,000 acres, i.¢., at most 
2-3%, of the total agricultural area of 1950. Detailed and interesting figures 
of non. agricultural land use are also given, and it is striking that, for example, 
about o: ‘ifth of all urban land is devoted to the provision of open space, 
excluding private gardens. 

The author considers that something like the present volume of British 
agricultural output is likely to be also the desirable level for the future. 
He is not, then, unduly concerned over the absolute size of the probable 
loss of land to agriculture, considering that this is likely to be compensated 
by increased productivity per acre. (The increase necessary over twenty 
years is of the order of £1 net output per acre, or about 4% of to-day’s net 
output.) The emphasis of the book, therefore, is rather on the discussion 
of the least costly way to satisfy urban demands than on the broader issue 
of whether the sum of these demands should be resisted. The present 
methods of assessing the merits of competing claims for land, under the 
Town and Country Planning Act, appear to be thoroughly unsatisfactory 
from the economist’s point of view, and, in particular, to make no use of the 
concept of opportunity costs. The author suggests a method whereby a 
decision might be made between different sites which have differing values 
to agriculture but are each suitable for urban development. This consists 
in comparing the net agricultural product of the sites concerned, finding 
the difference between their capitalised value and comparing this with the 
difference between the costs of developing the urban use in each case. (In 
general, poorer agricultural land involves higher urban development costs.) 
The case is put for using a low rate of interest to convert the annual agri- 
cultural output to a capital sum. Perhaps this case can best stand on the 
grounds that a change of land to urban use is irreversible; and that this 
method of calculation is a safeguard lest some of our judgments about the 
needs of the near future should turn out to be inappropriate on a longer 
view. Detailed examples of the use of the suggested method are given (pp. 
92-100 and 202-14). Ideally, of course, one would wish also to make some 
comparison of the “ productivities ” of the different sites in urban use and, 
although this is obviously difficult, Dr. Wibberley perhaps treats this aspect 
a little cavalierly. Where, for instance, one urban site would involve higher 
transport costs to its residents than another, this difference should surely 
also be taken into account. 

Nearly half the book consists in a detailed discussion of the various 
possible methods of replacing the production of the acreage which agricul- 
ture will lose. These are treated under the main headings of replacement 
from abroad, from the domestic garden, from new and improved land in 
hill areas, and from new and improved land in lowland areas. Much 
information is presented on the costs and likely results of different kinds of 
land reclamation and improvement. One interesting conclusion is that, 
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assuming an urban density of twelve houses to the acre, the value of domestic 
food production amounts to some £12 wholesale, or £21 retail, per urban 
acre. In comparing the merits of different methods of food replacement, 
the author stresses the great advantages of adding new land to existing farms 
rather than creating new ones. He considers that to invest in additional 
agricultural land which can be incorporated in an existing farm may often 
be more rewarding than to intensify production on the existing acreage, 
because of the greater demands which the latter method makes on the 
severely limiting factor of the farmer’s managerial skill. 

This book contains a great amount of relevant information, much of it 
the result of the author’s own research or that done under his direction; 
although its presentation is somewhat unwieldy, it is of the greatest value 
to anyone concerned with the question of competing uses for Britain’s land. 


Anne MARTIN 
London School of Economics. 


The Strategy of Economic Development. By A. O. Hirmscuman. (New Haven, 
Connecticut; Yale University Press (London: Oxford University 
Press), 1958. Pp. xiii + 217. 36s.) 

The Struggle for a Higher Standard of Living: The Problem of the Underdeveloped 
Countries. By W. Branp, (Glencoe, Illinois: The Free Press; The 
Hague: W. Van Hoeve, 1958, Pp. ix + 438. $7.50.) 

Public Enterprise and Economic Development. By A. H, Hanson. (London: 
Routledge & Kegan Paul, 1959, Pp. xiv + 485, 42s.) 

One of the more efficient methods of teaching a man how to swim is to 
throw him into water so that he may learn the technique in a desperate 
attempt to save his life. What looks like an immediate peril may, thus, 
contribute to one’s long-run development. If we translate all this into 
economics we get one of the main themes of Professor Albert O. Hirschman’s 
extremely interesting book on the strategy of economic development. In 
his system even the growth of population pressure is creative; its effect on 
living standards “ will lead to counterpressure . . . to activity designed to 
maintain or restore the traditional standard of living of the community,” 
which will cause “ zn increase in its ability to control its environment and 
to organize itself for development,” and “‘ the community will now be able 
to exploit the opportunities for economic growth that existed previously but 
were left unutilized ” (p. 177). 

Economic growth, Professor Hirschman argues, is not a smooth process, 
and an attempt to make it smooth and balanced might, in fact, reduce the 
possibilities of growth. People act in response to disequilibria. (Entre- 
preneurial action resulting from the creation of a high profit opportunity is 
a special case of this type of response.) In choosing strategies for economic 
development one should choose those policies that lead, through the creation 
of disequilibria, to an expansion of the scope for further economic action. 
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Professor Hirschman applies this basic strategy to different spheres of policy- 
making. 

Professor Hirschman is particularly critical of the well-known doctrine of 
“ balanced growth,” which claims that a simultaneous and balanced ex- 
pansion of the different branches of the economy is necessary for economic 
development. Not merely does he “ heartily disagree ’’ with the “ balanced- 
growth” doctrine; “it was the experience of finding myself instinctively so 
much at variance with this theory that made me aware of having acquired 
a distinct outlook on development problems ” (p. 50). Professor Hirschman 
feels that the creation of imbalances provides opportunities for economic 
action, opens up further possibilities of investment and in general stimulates 
economic growth. Far from wanting a “ balanced’ dose of investment, 
he recommends the creation of planned imbalances. 

Controversies on “* balanced ”’ versus “‘ unbalanced ’’ growth tend to leave 
the readers—at least, one reader—a little puzzled. Put in their native 
forms, both the doctrines look right; examined from the other’s point of 
view, each looks totally inadequate. In sorting out the issues involved 
in this debate, two considerations strike me as important. First, the 
“* balanced ” and the “ unbalanced ” growth doctrines have a considerable 
amount of common ground, which becomes clear when they are contrasted 
with certain other approaches. If economic activities in different branches 
were independent of each other, then both the “ balanced ” and the “ un- 
balanced ” growth doctrines would collapse. On the one hand, it will not 
be necessary to develop sectors B, C and D for the expansion of sector A, thus 
contradicting the theorem of “ balanced ”’ growth. On the other hand, an 
unmatched growth of sector A will not set any force in action to lead the 
expansion of sectors B, C or D. In this situation it will be possible to have 
“unbalanced ”’ growth, but there will be no particular advantage from. it. 
Thus, both the “ balanced ” and the “ unbalanced ” growth doctrines are 
based on the assumption of complementarity between different branches of 
economic activity, and in this respect both differ from the traditional 
assumptions of “ partial’ analysis. The contrast between the two seems to 
lie in the degree of interdependence they assume. We can illustrate this by 
taking a particular example of interdependence, say, that of supply. | Motor- 
car production requires steel. If it is assumed that it is impossible, or very 
uneconomic, to produce motor cars without domestic production of the 
required quantity of steel, then we recommend balanced and simultaneous 
growth of the two. If, however, we assume that the production of motor 
cars can be started with imported steel, but once it starts there will be 
considerable incentive for the growth of steel production within the 
economy, then we come closer to Hirschman’s position. Thus, both the 
doctrines assume interdependence, but of different degrees. As far as this 
aspect of the controversy is concerned, the answer will, therefore, depend on 
the actual extent of the rigidity of technical and economic int-rdependence. 
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A second difference can be observed in their assumptions regarding the 
scarcity of productive resources. The traditional approach is to take a 
certain supply of resources as given, and to discuss how to allocate them in 
the most efficient manner. Professor Hirschman, on the other hand, 
assumes that the supply of resources will vary with the “ inducement me- 
chanisms.” He does not, therefore, worry about the problems of inflation, 
or of balance of payments, arising from a high level of induced investment 
and activity, for he assumes a high elasticity of the supply of productive 
factors with respect to economic incentives. This emphasis on the variability 
of the supply of productive factors seems to me to be an important criticism 
of traditional thought in this field. One cannot, however, help feeling that 
Professor Hirschman is overstating his case, and that the limits of productive 
capital equipment and of foreign exchanges deserve more attention than he 
seems prepared to give. Professor Hirschman himself seems to recognise this 
overemphasis (see p. 208), but retains it, perhaps as a piece of “ planned 
imbalance.” I have no doubt that this is how economic thought progresses: 
we discover a hitherto concealed aspect of the problem, and make it the 
essence, if not the whole, of the problem. Judging the book in this perspective 
it is undoubtedly an extremely valuable contribution to the subject. 

We have no space here to discuss the many policy problems that are 
studied in the book. I shall refer only to two specific observations made by 
Professor Hirschman that seem to me to deserve a good deal of attention. 
First, the choice of a high or low average degree of capital-intensity of 
investment arising from the selection of the pattern of products is to be 
distinguished from the choice of capital-intensity within a sector. In many 
discussions on the subject the former problem seems to be identified with the 
latter, and the case for a low degree of capital-intensity arrived from a one- 
commodity model is applied to the choice of the pattern of output. As 
Professor Hirsch:nan points out, “‘ the most efficient use of capital in under- 
developed countries is not in capital-intensive industries gua capital-intensive ; 
it is in industries that open new product horizons for the economy and these 
industries are likely to be more capital-intensive . . .” (p. 131). 

Another important section consists in a comparison of production and 
administration. The clear-cut manner in which a production target can be 
formulated, and the existence of objective tests of success, mean that poor 
performance can be immediately checked and penalised. The same cannot 
be said of administrative tasks, which makes them inherently more difficult 
than actual production. 


“Seldom is it realized [writes Professor Hirschman] that these 
Foosmme ips smph 8 pipe are intrinsically harder to master than pro- 
duction jobs. the contrary, amazement is expressed that a country 
pretends to set up modern industries when basic problems of public 
administration have not yet been solved. But this is only one of the 
many instances where what seems a cart-before-the-horse sequence 
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turns out to be the efficient one in underdeveloped countries: efficient 
public administrators, admittedly so much needed, can perhaps best be 
trained in the arts of management by being first exposed to the powerful 

aids’ which are standard equipment in any industrial 
production process” (pp. 154-5). 


In view of the popularity of the orthodox argument that Professor Hirschman 
criticises here, this observation deserves considerable attention. Throughevt 
the book, Professor Hirschman’s obvious experience of practical problems 
(mainly in Latin America) provides an insight that is extremely rare in this 
cliché-ridden branch of economics. This is indeed a very important con- 
tribution to the theory of economic development. 

The Struggle for a Higher Standard of Living is a somewhat modified version 
of a study published in Dutch in October 1954 by Professor W. Brand of the 
University of Leyden. The book “ attempts to give a comprehensive review 
of the many aspects of the problem of development in the economically back- 
ward countries” (p. v). This is a formidable task, but Professor Brand 
succeeds in summarising the existing literature almost exhaustively, and a 
very long list of economists are quoted to express all possible views that can 
be quoted on the subject. The first part deals with “ the process of economic 
development,” the second with “‘ domestic financial resources ” and the last 
with “ international financial resources.” It should not be assumed from 
the last two names that Professor Brand commits the not uncommon mistake 
of identifying a scarcity of means of production with the scarcity of finance. 
In fact, when Professor Brand says “ financial resources ” he seems to mean 
no more than “ resources ’’; only he prefers to talk in terms of “ the stream 
of money ”’ that is “ parallel to the stream of goods and services ”’ (p. 141). 

Professor Brand is not an extremist. Given an opportunity, he recognises 
elements of truth in all types of theories. This makes his book fair, useful 
and rather unobjectionable. Unlike Professor Hirschman, who usually 
quotes to refute, Professor Brand tends, by and large, to approve of the 
literature he reviews with so much care in his 438 pages and 668 foot-notes. 
One of the few exceptions is his spirited refutation of J. Romein’s theory of 
the “‘ handicap of an early start.” Professor Brand adds, however, that 
what he says “ is not to deny that there is a kernel of truth hidden in Romein’s 
trend of thought.” (The expression actually used is “ kennel of truth ” 
(p. 80), which, with some hesitation, I take as a misprint.) 

Professor Brand’s treatment of the problem is not unconventional. 
(Part I includes four chapters on “ Land,” “ Capital,” “‘ Labour” and 
“‘ Leadership and Organization.”) He does not pretend to provide a new 
theory of economic development, and, indeed, does not provide anything like 
that. Looked at in the light of the professed intention of the work, it is an 
evident success. 

Public Enterprise and Economic Development is a much more ambitious book. 
It is described by its publisher as “ the first full-scale attempt to define the 
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ways in which [public enterprise] may be used and to discuss the problems 
of its organization in the context of ‘ underdevelopment.’ In the first part 
of the book the problems of fostering economic growth are discussed with 
general observations on the role of public enterprises. In the second, 
specific problems of organisation and control are studied. Mr. Hanson 
quotes conflicting views on almost all the questions, and in the light of the 
Risisk Uictiiedickca dtean its ceepevttor'ene sti 62 the ether, ox ichluolds 
it altogether. There is a wealth of material in the book, especially in the 
comparative study of Turkey, Mexico and India. Mr. Hanson leaves out 
the Communist countries from his study, which restricts the variety of 
public enterprise discussed in this book. He shows, however, that there are 
differences between the role of public enterprises in the different 

parts of the non-Communist world. 

Though nothing very new is said in the first part, the different aspects of 
the problem of economic development are discussed with considerable 
lucidity. However, the second part of the book is the more interesting. 
It provides a very useful study of the working of public enterprises in various 
parts of the world. Mr. Hanson is really at his best when he discusses the 
details of organisation. In a field where vague generalisations are so much 
in vogue, it is refreshing to find a book that actually goes into specific 
organisational questions that public enterprises involve. This preoccupation 
with the details means, however, that the interesting question posed at the 
end of Part I of the book, a discussion on which is promised, is not given 
any general answer. “Can the government,” Mr. Hanson had asked, 
“substitute for the private entrepreneur, either generally or in certain 
fields which the latter is reluctant to enter?” While we are given a lot of 
information on the factors that affect “ the government's capacity to cope 
with certain structural and organisational problems,” the author does not 
answer the question directly. In fact, no general picture seems to emerge 
from his study, and what we have is a series of propositions on a number of 
separate aspects of public enterprises. This should not, however, be held 
against the author, for those propositions are valuable. 

Amartya Kumar SEn 

Trinity College, 


Cambridge. 


Capital Imports into Sterling Countries. By A. R. Conan. (London: Mac- 
millan, 1960. Pp,x + 107. 18s.) 

Mr. Conan has now published in detail the results of his study of post- 
war investment in the sterling Commonwealth, a pre-view of which he gave 
several years ago in the Princeton series of Essays in International Finance. 
The statistics are of public and private long-term capital. Only incidental 
reference is made to donations and to drawings on external assets. The book 
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does not claim, therefore, to be a full survey of sterling-area finance. It 
deals with one important part of the whole. 

Investigation of the direction and volume of the flow of capital leads to 
the conclusion that it has not been to the countries which need it most, but 
rather to those which have already achieved a relatively high level of de- 
velopment. South and Central Africa has become a major investment field, 
while Asia has been neglected. Mr. Conan estimates that one-third of the 
total investment has been in South Africa and Rhodesia, and one-quarter 
in Australia and New Zealand. India, Pakistan and Ceylon together have 
received only one-fifth of the total, and the same amount has gone to the 
Colonies. 

Although the capital inflow into both Australasia and South-Central 
Africa has been large, the contribution of external capital to total invesinent 
finance has been very different in the two areas: less than 10% in Australia 
compared with 20% in South Africa and 45% in Rhodesia. Butinsome ways 
these averages are misleading, because capital from abroad has accounted 
for as much as one-third of all investment in Australian manufacturing. 

Analysis of the composition of capital imports shows a fall in the im- 
portance of public capital, and within the total of public capital a decline 
in the relative contribution of stock-exchange flotations. For example, 
before the War two-thirds of Australia’s external indebtedness was on public 
account. Only 20% of the post-war capital inflow has been through public 
borrowing, and over 80% of that came from the International Bank. 

The nature of private capital inflow has also changed, with a marked 
rise in the importance of direct investment, particularly through the re- 
investment of profits. Mr. Conan makes some interesting points about 
the effects of this change. The switch towards equity investment means 
that a gradually rising price level wil! bring little relief from the real burden 
of service payments. Secondly, because the investment is often in industries 
producing for the home market, and because of the pursuit of domestic full- 
employment policies, the remittance of profits abroad will be maintained 
during a slump in export earnings. The balance-of-payments burden is 
likely to becume serious. Further, a country whose development is based 
on external equity capital with substantial reinvestment of profits is less likely 
ever to emerge from its indebtedness than where the foreign investment is 
in the form of loans. 

There are also statistical problems caused by the changed character of 
private investment. Direct investment easily escapes the statisticians’ net. 
In Rhodesia and South Africa reinvested profits are treated as domestic 
saving. Mr. Conan believes that the official statistics therefore understate 
the dependence of these countries on foreign capital. 

Comparable reasoning leads Mr. Conan to oppose the view that the 
United Kingdom balance-of-payments surplus has been too small to allow 
her to make a big enough contribution to sterling-area development, The 
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balance-of-payments statistics do not include all profits of United Kingdom 
companies which are reinvested abroad. If all reinvested profits were in- 
cluded as current receipts, offset by a capital export, the current-account 
surplus would be far bigger than the surplus shown in the official estimates. 
In 1956-57 Mr. Conan estimates that the surplus computed in this way 
would have been about £400 million instead of £250 million. 

Mr. Conan also contests the view that the United Kingdom has merely 
been relending the proceeds of borrowings from the United States and the 
Colonies. United Kingdom dollar imports, he argues, were largely the 
result of the import of dollar capital; if the capital had not been available the 
dollar imports would have been reduced correspondingly, so that the re- 
serves would not have suffered. There was no borrowing from the Colonies, 
Mr. Conan argues, because there is no evidence that they were running a 
current-account surplus. However, this does not meet the point that the 
rise in their sterling balances shows that the Colonies refrained from con- 
verting their nominal capital imports into a demand on United Kingdom 
resources. 

Mr. Conan has contended with great statistical difficulties to produce a 
valuable survey. 


Oxford. 


African Economic Development. By W. A. Hance. (New York: American 
Book-Stratford Press for the Council on Foreign Relations (London: 


ArtTHuR HazLewoop 


Oxford University Press), 1958. Pp. viii + 307, 30s.) 


Most of the nine chapters of this book originated as papers provided for 
a discussion group on economic development in Africa which met in the 
United States from 1955 to 1957. The scope is narrower than the title 
suggests. Attention is focused on the tropical territories, excluding both 
Mediterranean Africa and the Union of South Africa. The opening chapter 
gives a broad survey, and there is a brief concluding discussion of poten- 
tialities and needs. Transport facilities are generally described in a middle 
chapter, and the remaining six sections give accounts of particular regional 
schemes of development or commission findings. The author’s approach is 
that of a geographer, and the treatment is generally suited to the needs of 
those who still need to be warned that the African territories and the African 
peoples are by no means all alike. “Tremendous cultural, physical, 
economic, and political variation and contrast exist within tropical Africa. 
The variety is greater than on any continent but Asia.” Perhaps so. 

The regional studies open with a summary account of the Gezira scheme 
of agricultural development in the region above the confluence of the Blue 
Nile and the White Nile in the Sudan, irrigated by the Sennar Dam, and of 
the three-way partnership arrangement comprising the Government, the 
managing board and the tenants. The discussion of developments follows 
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the authoritative reports which have already been well publicised, but a 
useful description is added of the subsequent attempts to inaugurate similar 
projects in other African regions, the Niger scheme in French West Africa, 
the Gonja scheme in the Northern Territories of Ghana, that at Mokwa on 
the Niger in Nigeria and other projects in the Sudan. Next follows a well- 
balanced account of the Volta River proposals in Ghana, based on the 
Jackson Report of the Preparatory Commission and the ensuing negotiations. 
A review of the territories of the Central African Federation concludes that 
they enjoy “ excellent potentialities for economic expansion.”’ British East 
Africa is covered by an appreciative and well-deserved commendation of 
the 1955 Report of the East African Royal Commission. These are followed 
by a descriptive survey of Madagascar and a chapter entitled “ Liberia: 
American Investment and African Development,” which opens with a 
salutary quotation from The New York Times, March 24, 1957: ‘ The 
Liberian representative here declared this week that his country lagged 
materially behind the new nation of Ghana because it had always been 
independent and had never reaped the advantages of colonialism.” 

The broadly optimistic conclusion which Mr. Hance reached concerning 
subsistence farming rests on faith rather than proof. Although “ even if the 
most modern techniques could be applied ... the larger part of the 
continent would still have a low productive capacity,” nevertheless ‘ very 
great potentialities ” do exist for African agriculture, but their realisation 
must await “ the development of new techniques not known at present.” 
‘* Great as the potentialities are, they are nearly matched by the scope and 


difficulty of the problems requiring solution.” Readers with an appetite 
for more comprehensive information about research and development in 
Africa than is provided in this book will find it in Lord Hailey’s African 
Survey, Revised 1956. It finds a place in Mr. Hance’s bibliography, but 
must have reached him too late for effective use before sending his manu- 
script to press. 


ARNOLD PLANT 
London School of Economies, 


Canada in the World Economy. ByJ.A.Srover. Harvard Economic Studies, 
Vol. 108. (Cambridge, Mass.: Harvard University Press (London: 
Oxford University Press), 1959. Pp. xiii + 364. 60s.) 


Tus book is an extended and reorganised version of a doctoral disserta- 
tion accepted at Harvard University in 1948. It is primarily concerned 
with the analysis of the mechanisms of adjustment which have been at work 
in the balance of payments of Canada during the period 1850-1957, but in 
an economy such as that of Canada this choice of subject necessarily entails 
the study of the entire course of the country’s economic development. 

A largish section of the discussion takes the form of a protracted series 
of criticisms of Professor Viner’s pioneer attempt at testing the classical theory 
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of the adjustment mechanism of capital transfer on Canadian data, and a 
chapter is devoted to criticising Professor Viner’s (other) critics. This part 
of the work appears, perhaps understandably, to have meant much to the 
author in bygone days, but it will be ignored in what follows, as being un- 
likely, nowadays, to interest the great majority of the many readers who 
could profit from reading this book. (The chapters concerned with this 
quarrel are Part I, Chapter 3, and all those in Part III of the book.) 

Part I of the book is described as “ an eclectic theory of balance of pay- 
ments equilibrium.” It is, in fact, a shrewdly annotated survey of the 
literature of the concepts useful in the analysis of balance-of-payments 
adjustment, along modern lines. Interspersed with this are a number of 
broad judgments concerning the historical importance or unimportance of 
various possible adjustment mechanisms in Canada and elsewhere. Mr. 
Stovel seems to me to be often right, if rarely original here, both in respect 
to what he denies (for instance, the importance of the Gold Standard in 
producing smooth international adjustments in the pre-First World War 
era), and in what he asserts (for instance, “ the fact of the extreme importance 
of interdependence between economic growth, cyclical fluctuations, and 
capital movements”). He is surely right, also, in concluding that there is 
no analytical ground for expecting such equilibrating mechanisms as can 
exist to bring about full adjustment, that the forms taken by the various 
outcomes which are possible in practice are so numerous that no single theory 
can encompass them all, and that any balance-of-payments equilibrium 
which may tend to become established may be so unsatisfactory as to warrant 
interference with the equilibrating process. 

Parts II and IV of the book set out to describe and analyse the salient 
features of Canadian economic development, especially in relation to the 
foreign transactions of the country, which have, in fact, dominated its 
progress in the past. Mr. Stovel gives one the impression of having read 
everything that has ever been said on this subject, and his copious but un- 
obtrusive references to the literature will place many students in his debt. 

A bald statement of the upshot of Mr. Stovel’s empirical investigations 
into balance-of-payments adjustment might run as follows: When Canada 
enjoys a strong boom—as in 1900-13 or in the 1950s—she typically runs a 
current-account deficit, except during wars, and in their immediate after- 
math, when she runs a current surplus. During peace-time booms foreign 
funds (British in 1900-13, American in the 1950s) flow in and cover the 
deficit. The current deficit is not to be regarded, in the main, as the 
consequence of the inflow of funds. Rather, the inflow of funds and the 
current deficit are both interdependent consequences of the underlying historical 
situation which gives rise to the strong boom. (Mainly development of 
wheat production for British and European markets in 1900-13, and de- 
velopment of petroleum, iron ore, newsprint, other forest products and non- 
ferrous metals production for U.S. markets in the 1950s.) War-time and 
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post-war surpluses are used to repatriate capital, to make loans and gifts and 
to build up reserves, and economic development proceeds apace at the same 
time. During weak booms, and recoveries from slumps, the accelerator 
does not function, and Canada runs a surplus (as in most years in the inter- 
war period), and the same tends to happen—sometimes after a lag—in 
downturns and slumps, when the accelerator does function. During periods 
of the latter kind, net “ long-term ” funds have moved about in rather un- 
predictable ways, and tend, except when they are accidentally equilibrating, 
to give rise to offsetting movement in reserves, and in short-term capital. 
Compared to the foregoing, the effects of associated price and tariff-changes 
have had very little influence on Canadian balance-of-payments develop- 
ments, at any rate over shortish periods. 

The foregoing account does much less than justice to the very wide range 
and sophistication of Mr. Stovel’s discussion. In one respect, however, it 
perhaps flatters him: the empirical part of the book, which is organised 
along chronological lines, suffers from a certain descriptive diffuseness. It 
also has a tendency to dwell more on controverting other authors (not mercly 
Professor Viner) than on establishing the validity of the eminently plausible 
interpretations offered by Mr. Stovel. These criticisms should not put 
anyone off. Mr. Stovel’s subject is fascinating, he makes a large number of 
stimulating points, and he stresses that “ there is a tremendous amount of 
theoretical and empirical work yet to be done in this field ” (p. 73). Future 
students of the balance-of-payments problems of Canada will, I think, find 
that Mr. Stovel has cleared a good deal of the ground for them. 

jJoun Knapp 
University of Manchester. 


Portrait of a Modern Mixed Economy: New Zealand. By C, Weststrate. 
(Wellington: New Zealand University Press (London: Cambridge 
University Press), 1959. Pp.x +310. 22s. 6d.) 

New Zealand in the Making. ByJ.B.Conpuirre. Secondedition. (London: 
Allen & Unwin, 1959. Pp. 316. 30s.) 

The Welfare State in New Zealand. By J. B. Conpuirre. (London: Allen & 
Unwin, 1959. Pp. 396. 35s.) 


THERE is no better documented case of regional economic development 
than that of New Zealand, which since 1840, when it became a Crown 
Colony, has drawn its labour force anc initial capital from the other British 
Isles, and has become a specialist pastoral producer alongside the growth 
of the United Kingdom market for wool and dairy products. In the late 
1950s New Zealand sold in the United Kingdom about 60%, of her exports. 
This was equal to 20% of the national income. The United Kingdom 
correspondingly relied heavily on New Zealand for butter, cheese, mutton 
and lamb imports. Of course, the Australian connection was important in 
the early days; American companies have invested in their New Zealand 
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subsidiaries in the last decade; and New Zealand wool is sold on an inter- 
national market: nevertheless, it remains true that New Zealand is an off- 

This single, simple feature can explain most that is important in the New 
Zealand economy until at least the early 1930s: the construction of overhead 
social capital (from cheap London loans in the 1870s and later) and the 
establishment of a wealthy grassland economy in a land not well endowed 
with natural resources (even the grasses were imported); the predominance 
of British and Australian trading companies and banks in the provision of 
rural credit and marketing facilities; the early emergence of the Govern- 
ment as entrepreneur, bearing the risks of the small-scale farmer, but 

ing to his extravagances because of his political power; the periodical 
radicalism of the farmer, who was almost entirely dependent upon markets 
14,000 miles away, and the sense of social responsibility this lonely radicalism 
created—witnessed by the two heroic periods of progressive social legislation 
in the 1890s and 1930s; and the uncultured, materialistic Calvinism typical 
of isolated farming communities. 

In 1930 Professor Condliffe told this story in the first edition of New 
Zealand in the Making, which has always been recognised as authoritative. 
Recent work, particularly that of C. G. F. Simkin and W. P. Morrell, has 
supplemented rather than replaced it. In the new second edition Professor 
Condliffe has not attempted to bring the story up to date in one volume but 
instead, recognising that the early 1930s mark the end of an era, has written 
another book— The Welfare State in New Zealand—mainly on the New Zealand 
of the last thirty years. The division of subjects between the books is not 
entirely chronological— Maori affairs are brought up to date in New Zealand 
in the Making, while the early history of industrial relations is recounted in 
The Welfare State. The author of the third book reviewed here was, until 
he became Professor of Economics at the University of Canterbury, a 
professor at Leyden. Professor Weststrate is concerned with the economy 
at the present time, and examines in considerable detail the forms and 
functioning of government enterprise and corporativism, and the institutions 
and legislation aimed at stabilisation. Full-scale studies of New Zealand 
economics have become rare: these three books, together with Simkin’s 
The Instability of a Dependent Economy, are indispensable for serious study. 

The New Zealand story of the last thirty years shows evidence of a 
tendency towards introversion latent from the start. From the 1890s until 
the late twenties New Zealand had ridden one long export boom. The 
depression of the thirties left a psychological scar on New Zealand much 
deeper than that on industrial and other primary producing countries, not 
so much because it was severe, as because it was so frighteningly abnormal 
(oddly enough neither Condliffe nor Weststrate emphasise this). There was 
mismanagement: “ immobilised cash assets were piled up in London while 
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bankruptcy and unemployment” (Welfare State; p. 47); farmers were 
thoroughly bogged down in debt following the collapse of a very lengthy 
speculative land boom; and sterling interest payments were both a bogy 
and a problem. Recovery had to wait for a rise in wool prices in 1934, the 
reassurance given by a confident new Government in 1936 and a series of 
measures to cancel the farmers’ debts. But in the process old idols were 


smashed, and no one has been prepared to fit properly together again the 
pieces—large-scale fixed-interest government borrowing in the United 
Kingdom, free trade and the independence of the overseas based banks. 
They were replaced by “ insulation”’ and full employment (the latter 
defined by one Cabinet Minister as more jobs than men). 

Primary industry now absorbs only 145,000 people out of a total labour 
force of 850,000. With farming productivity so obviously dependent upon 
capital-intensive investment, labour-intensive manufacturing and services 
have expanded rapidly in recent years. Yet, as Professor Condliffe em- 
phasises, the pre-eminence of grass remains: for machinery, raw materials 
and fuel the new hot-house industries are dependent upon imports; and the 
predominance of sterling persists: no policy of internal stabilisation and full 
employment can be maintained without adequate overseas credit facilities 
or exchange reserves. New Zealand indulges in a curiously ad hoc policy in 
this respect. The exigencies of development caused the Government to 
borrow abroad on a small scale in 1953 and 1954, and falling export prices 
made short-term credits inescapable in 1957 and 1958. The elaborate 
stabilisation schemes described in detail by Professor Weststrate do not 
involve holding sterling balances for counter-cyclical purposes; while New 
Zealand Governments will not join the I.M.F. 

Beginning with the Second World War, New Zealand has been riding 
another export boom. The rate of population growth has been one of the 
highest in the world, and although it has been accompanied by a rate of 
domestic saving of over 20%, the country has not escaped an unsettling 
inflation. Both Professor Weststrate and Professor Condliffe point out the 
stagnation of indexes of productivity in recent years. Their treatment of 
this problem is unsatisfactorily slight and shallow. Professor Condliffe 
suggests (with only slight evidence) that productivity has fallen off in periods 
of rapidly rising Government expenditure—in the Vogel period, in the years 
after 1910 and in the period immediately following the First World War. 
It may be true that rising Government expenditures result in reduced effort 
and a transfer of resources to less-productive manufacturing and services, 
but Professor Condliffe’s view needs supplementing by the fact that the boom 
periods of the past have been followed by periods of rising productivity. 
Presumably investment in a developing farming community has a lengthy 
gestation period. The subject requires more detailed investigation. In 
The Welfare State Condliffe argues the case for industrial development which 
should supplement not burden the exporting industries. He describes in 
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some detail the recent development of a forest-products industry, contrasting 
it with the “ multiplication of small scale workshops fabricating imported 
materials” fostered by the policies of selectively restricting imports. He 
suggests that as a short-term objective full employment may have to be 
dropped, for he appears to accept an official bureaucratic view that employ- 
ment is a function of import controls. This fundamental issue of full em- 
ployment in a dependent economy is not seen by Professor Weststrate in 
quite the same light. Full employment in New Zealand, he says, is the 
unintentional effect of inflation. The latter is due to cheap money, a strong 
investment demand and insufficient savings. He concludes that inflation is 
both a cause and a result of the urge to grow, and believes “ that there is 
no eal evidence for the opinion that the maintenance of full employment 
requires strong protection ”—citing a calculation that in 1954 no more than 
11,000 jobs depended directly upon import and exchange controls. 

The earlier generation of writers on New Zealand-—such as Reeves and 
Siegfried—were naturally interested in telling the story of the pioneer 
radicalism, and the early attempts to establish a welfare state and a har- 
monious system of industrial arbitration. Modern writers still find these 
subjects of primary interest: five out of the sixteen chapters in Professor 
Condliffe’s two volumes, and at least three of Professor Weststrate’s chapters, 
are devoted to them. Professor Weststrate concludes that the system of 
compulsory conciliation and arbitration “ works because of acceptance, not 
because of compulsion which has remained, on the whole, a dead letter.” 
He also considers that the wage increases given by the Arbitration Court’s 
general orders in recent years “‘ were the outcome of an inflation with which 
the Court had nothing to do.” This view would not be generally accepted 
in New Zealand, where at times the extreme view has been expressed that 
the Court has supplanted the Government and the Reserve Bank as the 
manager of the value of money. Professor Condliffe thinks that the system 
in 1956 was functioning efficiently, but significantly refers to the breaking 
by the Government in 1951 of the militant waterside workers’ union, and 
some dissatisfaction with the “‘ personality ” of one of the judges. 

Inevitably both these authors verge on the sociological, the political and the 
journalistic in their wide coverage. It is not a fundamental criticism of such 
primary sources to say that it appears that their treatment is at times cursory. 


ConrapD BLYTH 
Pembroke College, 
Cambridge. 
American Business Cycles, 1865-1897. By Renpics Fes. (Chapel Hill, 
North Carolina: University of North Carolina Press (London: Oxford 
University Press), 1959. Pp. viii + 244. 48s.) 


Dr. Fexs approaches his subject from the point of view of the student of 
modern cycle theory seeking evidence bearing on the validity of various 
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theoretical models, He begins with a discussion of methodology in which 
he reaches the conclusion, probably correct but not very helpful, that, “ Each 
has something to contribute. The greatest hope for a satisfactory theory lies 
in pursuing all approaches at once” (p. 21). He then proceeds to discuss 
the three sets of hypotheses with which he is principally concerned—those 
of Schumpeter, Hicks and R. A. Gordon—providing an interesting analysis 
of the similarities and differences between them, and emerging with a 
synthesis of the three. Unfortunately, however, the hypotheses are not 
formulated precisely enough to enable the reader easily to check the synthetic 
system for internal consistency or to relate it closely to the historical evidence, 
The author is conscious of this himself, for he comments, “‘ It would have 
been better to develop it fully and rigorously, since rigor is a valuable safe- 
guard against error. But in view of the purposes of this study, such an 
undertaking hardly seems worth the space. I shall leave theory to the 
theorists, and do no more work with it than my task requires” (p. 42). 
Dr. Fels does not do quite as much work with his theory as his task requires 
and, in consequence, he does not always safeguard himself against error 
when applying his historical tests. For example (on p. 78), he discusses 
the “ Pigou effect ” (the increase in the propensity to consume arising from 
the effect of falling prices in increasing the real value of money and govern- 
ment bonds) and quotes as evidence against it Kuznets’ estimate that 
consumption fell from 88% of national product in 1869-78 to 86% in 
1889-98. Quite apart from their effect on interest rates (which Dr. Fels 
goes on to mention), falling prices raise the real value of money and bonds 
in the hands of business as well as of consumers, and there is no a priori 
reason at all why they should necessarily stimulate consumption more than 
investment. 

After a theoretical discussion of price and wage flexibility, and some 
comments on external events, Dr. Fels reviews his historical evidence, first 
discussing the long-wave depression as a whole and then describing briefly 
the individual cycles. This section is very useful, particularly to the 
British reader, who is not likely to have easy access to the many sources on 
which Dr. Fels draws. My main regret here is that the statistics were not 
presented in tables as well as charts. 

Dr. Fels finds that external events (in which he includes crop yields, the 
level of foreign demand for United States exports and the fiscal and silver 
policies of the government) often modified the amplitude or timing of cycles, 
but that none of the major cycles can be explained without reference to 
internal factors. This seems to be supported by an overwhelming body of 
evidence, For his explanation of the long-wave depression, Dr. Fels, rejects 
the hypothesis of a scarcity of money—because of the behaviour of interest 
rates—and accepts that of a gradual decline in investment opportunities in 
the downswing of a Kondratieff cycle. The argument here is not entirely 
impervious to attack by neo-classical monetary theorists, but will probably 
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command a wide measure of acceptance. For the major cycles (Schum- 
peter’s Juglars) the author finds that the theories of Schumpeter and Gordon 
can be reconciled both with one another and with his evidence, but he is 
able to say very little about the Hicks model. This is not surprising in view 
of the nature of the evidence; there is not nearly enough detailed informa- 
tion about investment to permit of even an intuitive impression of how much 
was autonomous and how much induced; there is no real evidence that 
could be used to test a model of the accelerator; and there is virtually no 
information about either employment or industrial capacity to help with the 
problem of the ceiling. Finally, Dr. Fels is able to say very little about the 
minor cycles, partly because these must inevitably be more distorted by 
external factors and partly because of the iack of evidence about inventories. 

To conclude, Dr. Fels has produced a useful and interesting study, but 
it is far from being a definitive one. Before any definitive study can be 
made, there must be far more detailed historical research and a rigorous 
formulation of hypotheses in a form most suitable for checking by reference 
to the material that is available. 


University College of Swansea. 


E. Vicror Morcan 


Studies in Elizabethan Foreign Trade, By T. S. Wittan. (Manchester: 
Manchester University Press, 1959. Pp. vi + 349, 35s.) 


Tue story of Elizabethan trade and traders, so long dominated by the 
great Companies, is developed in new directions in Dr. Willan’s latest book. 
Three important essays deal with matters upon which many scholars have 
felt the need for further knowledge. His description of the role of the factor 
or agent, of such great importance in the development of techniques for the 
delegation by the merchant of his function abroad, has called into play a 
wide range of sources, few if any of which are of a kind that would come to 
the notice of a less-seasoned scholar. From surviving accounts of real trans- 
actions we learn how the job was done. Suits and recriminations reveal 
how lengthy was the process involved in the growth of law and convention. 
The perils of factorship, including imprisonment and even death, make the 
reader marvel that men sought such responsibility. Though Dr. Willan is 
not explicit, it would appear that the task was undertaken as the necessary 
preliminary to merchant status by men beginning from scratch, often country 
boys from provincial towns. Some, such as John Swinnerton and his issue, 
might move from “ Oswestry to opulence,” but some failed to rise above 
factorship. The author, incidentally, discounts the view that successful 
merchants were consumed with the urge to make themselves country 
gentlemen. 

The study of the “ free traders,” dealing within areas ostensibly mono- 
polised by the Charter Companies (and including men who were members 
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of such companies), reveals how difficult it was for a regulated company to 
regulate. Not only was a staple the point through which English exports 
were funnelled into continental markets, it was also the point through which 
the return goods were to come; interlopers were a constant embarrassment 
in both respects. 

The extent and diversity of the national trading initiative in the sixteenth 
century is shown in the study of the provincial ports. They were busy 
exporting cloth, minerals and agricultural products, and importing a wide 
range of miscellanies, most of them manufactures, wine and raw materials. 
We read (p. 89) that: “ Elizabethan England was not so much an industrial 
country importing its raw materials as an agricultural country importing 
many of the manufactured goods that it needed.” This statement suggests 
a starkness of antithesis that is somewhat at odds with the sophistication of 
the author’s historical picture, and perhaps reminds us of the difficulties 
that attend the summing-up process, 

The principal essay deals with Morocco. Here we see English trading 
initiative carried beyond the fringe of Christendom—to an area whose rulers 
were uninhibited by whatever sense of brotherhood the Church may have 
been able to induce. Jewish middlemen had long ago preceded them and 
had become precariously powerful. Here the Elizabethans, “ incorrigible 
liars” as Dr, Willan describes them, pitted themselves against no less 
accomplished opponents: Jews, the Sultan and his servants, and their own 
rival countrymen. It is not surprising to learn that the rate of interest in 
Morocco was 36%. Here, as in so many areas of trade, the question whether 
a monopoly company should be formed was elaborately debated and the 
highly involved complex of arguments and interests typical in such cases 
were mustered. The Barbary Company was chartered in 1585, largely 
under the egis of the Earl of Leicester; we are introduced to the charter 
members, and a fascinating crew they make. The student of the evolution 
of business behaviour and outlook will find here an extraordinary picture. 
But he must have the historian’s patience and be prepared to immerse him- 
self in the intimacies of the business, for it is largely through such close 
reporting that Dr. Willan constructs his account. 

The Moroccan Trade of the sixteenth century was mainly based on the 
exchange of woollen cloth for sugar. In this way it was the chief source of 
one of the compulsive semi-tropical products, the taste for which was to 
become so important for the rise of plantation economies and the extension 
of trade to the West and East Indies. A concluding essay describes how, 
in the sixteenth century, the supply of sugar increased, and consumers began 
to demand more of this exotic article. 

S. G. CaeckLanp 

The University of Glasgow. 
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The Spare Chancellor, The life of Walter Bagehot. By A. Bucuan. (London: 
‘Chatto & Windus, 1959. Pp. 287. 25s.) 


Tue appeal of Bagehot has increased in recent years. In a sense, this 
is because he left no school of thought to interpose between himself and the 
reader. A second and more substantial reason is that his acutely perceptive 
mind and brilliant and memorable style of exposition win greater sympathy 
in mid-twentieth-century Britain than highly systematic argument and 
weighty means of propounding it. Mr. Alastair Buchan has written a lively 
and stimulating life of Bagehot, which reflects some of Bagehot’s own 
qualities. It is not based on any “ golden harvest of new material,” least 
of all about Bagehot’s life, it ranges very widely—but often sensitively and 
with insight—over literature, politics, economics and sociology, and it is 
graced by an occasional sentence which is worthy of Bagehot himself. 
“ The High Tory dreams of a new alliance between the aristocracy and the 
working class had for him the grotesque quality of a nightmare.” “ Lombard 
Street is one of the ablest pieces of special pleading ever written—the more 
so for being in a good cause.” 

One chapter is concerned with Bagehot as a country banker, one on 
Bagehot as a writer on “ men and money.” The two pursuits were con- 
nected. ‘“‘ To work in the hard office of a country bank was probably the 
soundest and most thorough way in which a young man could learn banking, 
but it was not the most enlivening.” Yet Mr. Buchan’s picture of the 
country banking phase in Bagehot’s life is very sketchy indeed. Bagehot’s 
meeting with James Wilson in 1837 was an event of supreme importance in 
his life. It provided him with his wife (via a stately Victorian engagement) 
and an entrée into business and economic life. Moreover, Wilson’s death in 
1860 turned him inescapably into a professional journalist, and it was as 
editor of The Economist that he influenced one group of his generation. He 
had no illusions about the extent of his influence. ‘“‘ The politics of the 
paper must be viewed mainly with reference to the tastes of men of business. 
It is among them and among them only that The Economist will ever circu- 
late.” 

Bagehot accepted his father-in-law’s rigid Liberalism, as Mr. Buchan 
points out, on only one point of economic policy—free trade against protec- 
tion. It is important to bear in mind, however, that his empiricism rested 
on an initial acquaintance—through experience as well as reading—of what 
the “ liberalism of principle ” stood for. In this sense Bagehot’s own evolu- 
tion mirrors the evolution of mid-Victorian thought as a whole. The 
“ liberal-conservatism ” of the middle century—Mr. Buchan does not quite 
get to the heart of this—is only intelligible if it is seen in relation to the quite 
different mood of the 1840s. Bagehot has no respect for the “‘ enthusiasms ” 
of liberalism, but he had even less respect for the “ intricacies ” of sophisti- 
cated conservatism. “‘ The true conservatism of Great Britain, the con- 
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servatism, for example, of the City, and of most cautious country gentlemen 
is of a very much more moderate and cautious kind than party Conservatives 
always allow—is a stab of feeling rather than a passion, a sense of content 
with what is rather than apprehension of what is to come.” 

What Mr. Buchan says about Bagehot’s mature approach to economics 
will be familiar to students of nineteenth-century thought and practice. He 
was primarily concerned with observing and understanding practice: the 
observation and the understanding depended both on “ informal knowledge ” 
and on insights, insights both into individuals and groups. The frontier 
between economics and psychology was the strategic one, not the frontier 
between economics and mathematics. The psychology of bankers and 
business-men fascinated him. “ Business is really a profession often re- 
quiring for its practice quite as much knowledge, and quite as much skill 
as law and medicine . . . he [the businessman] has a revenue from talent 
as well as from money.” It is necessary to relate Bagehot’s emphasis on the 
art of economic decision making to the prejudice of the academic political 
economists of the day (echoed by politicians such as Robert Lowe) that all the 
laws of economics had been discovered and that the only task still confront- 
ing the political economist was to ensure that knowledge of them was 
adequately diffused. Bagehot’s Economic Studies (1875-76) was an attempt 
to explore economic territory not to stake bold intellectual or 
claims. It is still worth reading as an antidote to other kinds of economic 
writing to-day. 

Perhaps Bagehot’s chief contribution to all the subjects he wrote about, 
including economics, was his recognition of the significance of the social 
shell, of habits, institutions, ways of thinking, feeling and behaving. Without 
being a sociologist he introduced a sociological dimension into all his think- 
ing. His appeal to-day—and the demand for “ Bagehot-like ” thinking and 
writing—derives in largest measure, as Mr. Buchan points out, from the fact 
that he is the “ true ancestor of our modern view that the knowledge of what 
a society is really like, what drives it, what checks it, what distorts its judge- 
ment, cannot be gleaned from statistics or mere facts alone, but is as much 
the province of the literary and imaginative arts as of the moral and metric 
sciences.” Of course, judgments on the validity of conclusions reached by 
the use of “ literary and imaginative arts ” are always open to criticism and 
contradiction. Bagehot would not have minded this, since the essence of 
liberal discourse was the freedom (of thinkers) to speculate. Although he 
left no school, many subsequent writers have owed much to him. They 
included one of his greatest admirers, G. M. Young, who described him 
aptly as if not Victorianorum maximus certainly Victorianus maxime. 

Asa Bricos 

University of Leeds. 





NOTES AND MEMORANDA 


THE EFFECTS OF INTERNATIONAL TRADE ON THE 
MEASUREMENT OF REAL NATIONAL INCOME 


Tuere is, by now, broad general agreement on what one is trying to do 
when estimating the domestic product of a country at constant prices. 
But there is no generally accepted method of estimating net property income 
from abroad at constant prices, It has been variously suggested that net 
property income from abroad, if positive, should be deflated by the price 
index of imports and, if negative, by the price index of exports; that, on the 
contrary, a positive balance should be deflated by the price index of exports 
and a negative balance by the price index of imports; that income to and 
from abroad should be separately deflated by price indices of exports and 
imports respectively; that, as any deflation must be arbitrary, it is safer to 
use an index with a wider coverage, such as the price index implicit in the 
estimates of total national expenditure at current and at constant prices or 
the price index implied in the corresponding estimates of the gross domestic 
product; and even that it is wrong in principle to attempt to express income 
as such in real terms. Each of these views still seems to have its advocates. 

The problem can perhaps be simplified and a solution more easily 
obtained if we first consider the wider question: is it sensible to try to 
measure changes in real terms in those parts of the national income which 
cannot be directly identified with particular goods and services, as happens 
when a country’s income is greater than its total expenditure on goods and 
services for consumption or investment at home or abroad? If so, what is 
the object of deflating such income and does the object suggest the appro- 
priate method? 

Estimates of the gross or net domestic product at constant prices provide 
a measure of the total output of goods and services resulting from economic 
activity and, as such, provide a direct measure of a country’s economic 
effort. But for some purposes it is useful in addition to have a measure of 
the total goods and services which become available for consumption or 
investment as the result of economic effort or of owning property abroad; 
a measure, in other words, of the real income which can be enjoyed—the 
reward of effort—as distinct from the goods and services produced. It is 
necessary not only for completeness or articulation’s sake but also for 
practical economic analysis, to have constant-price estimates with an income 
content and national (rather than domestic) coverage.’ Differences 

* As shown in Economic Arithmetic (Chapter 10) by Robin Marris, who has shaken me away 
from the nihilistic views which I expressed some years ago (Income and Wealth, Series IV, p. 154). 
The present note has also benefited considerably from the comments on an earlier draft made by 
Roy Geary and David Burdett. 
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between the (gross or net) domestic product: and national income, when 
both are expressed at constant prices, can result either from changes in the 
terms of trade or from net property income paid to or received from abroad. 
We shall consider each of these in turn. 

The adjustment of the domestic product at constant prices for changes in 
the terms of trade is relatively straightforward, and consists in replacing the 
estimates of exports of goods and services at constant prices by the current 
value of exports deflated by the price index of all imports and purchases 
abroad of goods and services.1 The estimates adjusted for the terms of 
trade thus include the estimated value of imports at base-year prices which 
can be purchased with the current value of exports. It should be noted that , 
exports are here regarded as a source of foreign currency, and the result is 
affected only by changes in the money value of exports, whether due to 
changes in the prices or to changes in the volume of exports. Several 
writers have used this method of adjustment,* which has never, to my | 
knowledge, been seriously challenged. 

The other possible adjustment for the terms of trade, symmetrical with 
the one just described, would consist in replacing imports by the value of 
exports at base-year prices needed to finance the actual level of imports. 
The result would indicate the level of the domestic product needed to meet 
the current level of national expenditure. The former is the appropriate 
method of adjustment if we are concerned to show the effect on domestic or 
national income; the latter is the appropriate method of showing the effect 
on domestic or national product. 

It can readily be seen that, in the hypothetical case of two countries 
trading only with each other, the gain (or loss) in the income of one country, 
measured by the import-equivalent of its exports, equals the loss (or gain) 
in the product of the other country, measured by the export-equivalent of 
its imports. This makes sense as economics; for the same goods and 
services which form the exports and are part of the domestic and national 
product of the one country form the imports, and hence are part of the real 
income, of the other country. It is wrong to assume, as is sometimes done, 
that the adjustments to income (or the adjustments to product) in the two- 
country case should be equal and opposite. The desire for articulation 
should not lose touch with economics. The gain (or loss) from changes in 
the terms of trade in the product of the one country is necessarily equal to the 
loss (or gain) in the income of the other country. This result is achieved 
by the two symmetrical methods of adjustment mentioned above—which 
are simply two sides of the same coin. 

In the present context there is no essential difference between income 


1 The first use of this adjustment may have been by Sir Arthur Bowley (Studies in the National 
Income, 1924-1938, 1944 edition, p. 197), who attributed the method to the present writer. 

* Cf. W. B. Reddaway, “‘ Movements in the Real Product of the United Kingdom, 1946-1949,” 
Journal of the Royal Statistical Society, Vol. CXIII, 1950, p. 454. 
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derived from exports and property income obtained from abroad; both are 
simply sources of foreign currency. The appropriate deflators to apply to 
income derived from the export of goods and services plus net property 
income from abroad are the price indices of imports and of any other goods 
and services purchased out of such income. The national income at con- 
stant prices adjusted for international trade should thus include the imports 
and other goods and services from abroad which the current level of exports 
plus/minus net income from/to abroad enable the country to purchase. 
The total income in question is almost invariably positive; provided that it 
is positive, the same method of deflation is appropriate whether net property 
income from abroad, by itself, is positive or negative. In the rare event of 
net property income flowing abroad exceeding the current level of exports, 
estimates of the national product and of the national income could be 
obtained by making a pro rata reduction in the estimates of the domestic 
product. Since the whole of the proceeds of exports would then be needed 
to cover income flowing abroad, deflation by the export price index would 
clearly be inappropriate. 

Thus, by regarding the adjustment for changes in the terms of trade and 
the deflation of income from abroad, including the proceeds of exports, as a 
single operation, the problem is simplified and its solution becomes apparent. 
Income from abroad is used, of course, not only to buy imports but also to make 
investments abroad, to repay foreign debts, and to acquire gold and foreign- 
exchange reserves. All imports and other purchases abroad of real goods 
and services should be deflated by the price indices appropriate to each 
item. The only part of the estimates which would necessarily involve 
imputation would be changes in money assets, such as gold and foreign- 
exchange reserves. It would be assumed, in effect, that any income from 
abroad which is not currently spent could have been used to increase (or if 
negative to reduce) all imports and other purchases abroad of real goods 
and services pro rata; but if part of the surplus is used for the repayment of 
foreign debt, fixed in money terms, this part would require to be deflated 
by the general price index of imports from the lending country. Thus only 
what is normally a very small proportion of the estimated national income 
at constant prices (the unspent surplus in the balance of payments) would, 
in the sense indicated, have a hypothetical character. 

It has recently been suggested + that any imputation of this kind should 
be avoided and that the import price index should not be used for deflating 
any income from abroad in excess of that required to finance the actual level 
of imports, on the grounds of not counting chickens before they are 
hatched. There is no question, of course, that such surplus income forms 
part of the gross national product and of the national income. Hence, even 
if we do not know how it is intended to be used, it must—along with all 
other components of income—be deflated by an index of the prices of goods 

* A System of Price and Quantity Indexes for National Accounts (United Nations, December 1957). 
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and services which, potentially at least, form part of real income. Logically, 
the only alternative is to give up altogether the attempt to measure real 
income as such. 

themselves are most unlikely to be purchased with the income 
derived either from their sale or from property owned abroad. Deflation 
by the export price index, so far therefore from being a policy of prudence, 
has only a remote chance of being correct. It is also unsatisfactory to have 
to switch from one price index to another whenever the sign (+ or —) of 
the balance of payments changes. 

The only defensible ways of deflating an unspent surplus in the balance 
of payments seem to be either: (a) to use a price index of the goods and 
services on which other income from abroad has in fact been spent and on 
which the surplus income might have been spent (the surplus usually being 
a small proportion of the total, the effect of the additional expenditure on 
import prices can fairly safely be ignored), or (6) to take the strictly agnostic 
view that we know nothing about how such income is ever likely to be spent 
and to use a price index covering all goods and services, whether imported 
or home-produced, that are currently purchased out of national income. 
As indicated above, the first of these alternatives seems in general likely 
to produce the more realistic results. If greater prudence is required, 
the second method can be used without, at least, any fear of logical incon- 
sistency. 

To summarise briefly: the object of estimating the national income at 
constant prices is to provide a measure of the total volume of goods and 
services which have been purchased out of income plus those which could 
have been purchased abroad with any unspent surplus in the balance of 
payments; a balance-of-payments deficit would require a pro rata reduction 
in the value of all goods and services purchased abroad. The method 
recommended here can be said to have the merits of: (i) applying consistent 
treatment to a surplus or deficit in the balance of payments and to a change 
in the terms of trade; (ii) satisfying the condition of symmetry in the case 
of two countries trading only with each other; (iii) being fool-proof against 
the paradoxical results obtainable by other methods, noticed by Dr. A. L. 
Gaathon;! (iv) being simple to apply and easy for the “ man-in-the- 
street ” to understand; and (v) above all making sense as economics. The 
same cannot be said of any of the other methods which have been proposed. 


In accordance with the procedure recommended above, estimates of 
the national income at constant factor cost adjusted for international trade 
would include: 





1 Described in the Introduction to the section on the deflation of national accounts of Income 
and Wealth, Series TX. 
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Estimates of the national income at constant market prices adjusted for 
international trade would include: 
Purchases abroad in current year at base year prices i i duties 

% X: Scchees aleeed In cumrent your 0 base year gricas import 
E is a measure of the total goods and services which can be purchased from 
abroad, valued exclusive of import duties. Estimates of expenditure on 
imports at market prices must include these duties; hence the need for the 
revaluation of imports implied in the last term. It is best, of course, to 
undertake any revaluation piecemeal, in as much detail as possible. 

J. L. NicHoison 





Central Statistical Office. 


INDIFFERENCE CURVES AND COMPLEMENTARITY 


Tx note explains how one simple diagram can be used to show the 
effects of complementarity. ‘The diagram shows the plan of a three- 
dimensional indifference surface where the quantities of goods x and y are 
shown on the horizontal and verticc! axes and the quantity of good z, 
measured on a third perpendicular. _—is held constant at two different 


Y 











levels. i, and i, are cross-sections of the indifference surface, and represent 
positions with equal real incomes but different quantities of good z. Sup- 
pose that with a given real income and relative prices of the three goods a 
consumer would choose position A. If the relative price of good z fell so as 
to induce an increase in the consumption of z, with real income held constant, 
the consumer would adopt a position 8 on i, at which the slope of i,, showing 
the relative prices of goods x and y which are assumed to be unchanged, 
would be equal to the slope of i, at A. C, and C, are the points on i, where 
the consumption of goods x and y respectively are the same as at A. If B 
lies between C, and C,, as at B,, goods x and y are both substitutes for z, 
since a rise in the consumption of z induced by a fall in the relative price of 
z with real income unchanged causes a fall in the consumption of both «x 





















1960} THE SUBSTITUTION THEOREM 613 


and y, their relative price being unchanged. If B lies to the left of C, as 
at B,, y is complementary to z; if B lies to the right of C, as at By, x is 
complementary to z. In either case a rise in the consumption of z will 
cause a rise in the consumption of the complementary good, the price of x 
and y relative to each other remaining unchanged, and a decrease in con- 
sumption will occur only for the good which eeeENRNpEEt OS 


Merton College, 
Oxford. 





THE SUBSTITUTION THEOREM 
Tis note provides a brief and simple synthesis of various derivations of 
the central conclusion of demand theory, a branch of economics that may 
have become so technical as to be overlooked by the non-specialist. 

The deductive content of the economic law that demand and price are 
inversely related is the substitution theorem which explains the effect on 
demand of a change in relative prices with real income constant. Con- 
stancy of real income is achieved by a change in money income such that 
the consumer is either indifferent between the new and initial selections of 
goods (the method of the compensating variation) or is just able to purchase 
the initial selection at the new prices (the method of the cost indifference) .' 
Since in an analysis based on calculus there is no difference between the 
two methods and since in a geometrical analysis they yield the same results, 
it matters little which is used. In what follows the method of the cost 
difference is preferred because it is generally applicable, whereas its 
alternative can be used only if situations of indifference are admitted. 

In 1938, with characteristic thoroughness and lucidity, Hicks familiarised 
the indifference-curve analysis of consumer’s demand; * in his recent book 
this approach is barely mentioned as a special case of the logic of order.” 
If a formal deduction had been given it probably would have been based 
on assumptions somewhat similar to the following: 


(1) The consumer’s ranking of various combinations of goods 
remains the same, that is, his tastes are constant. 

(2) Goods are perfectly divisible, so that there will be several series 
of combinations of goods, cach series representing different situations 
of indifference. That is, the consumer’s ranking of various alternatives 
is a weak ordering consisting of a division into groups, each of the 
groups being strongly ordered (having a rank of its own), but all 


1 See P. A. Samuelson, “‘ Consumption Theorems in Terms of Over-Compensation Rather than 
Indifference Comparisons,” Economica, February 1953, and J. R. Hicks, A Revision of Demand Theory 
(1956), Chapter VII. 


*® Value and Capital, 2nd ed. (1946), Chapter II. 
* A Revision of Demand Theory, pp. 18-19. 
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(3) ‘The consumer’s ranking of alternatives is transitive, that is, if 

- combination of goods P is preferred (or indifferent) to Q and Q is 

preferred (or indifferent) to R, then P is preferred (or indifferent) to R. 

(4) There is a diminishing marginal rate of substitution of one good 

for another as the latter replaces the former in combinations of 

(5) Of two combinations of goods with the same quantity of all 

goods other than X the consumer prefers that combination with the 
largest quantity of X. 

(6) In any price-income situation the consumer will choose from 

the combinations of goods available that combination which he most 


prefers. 


In a two-dimensional diagram with good X measured on the horizontal 
axis and other goods, G, on the vertical axis the various alternative com- 
binations of goods may be arranged in a series of curves connecting the 
combinations of indifference presupposed by assumption (2). Remaining 
assumptions require that the indifference curves are stationary (1), non- 
intersecting (3 and 5), sloping downwards from left to right (5) and convex 
to the origin (4), and that the farther away from the origin a curve is, the 
greater is the consumer’s preference for the combinations of goods that lie 
on it (3 and 5). 

Prices and income restrict the combinations of goods available to the 
consumer; in the diagram below, to the combinations on or within G,X,0. 
In accordance with assumptions (3), (5) and (6) the consumer will choose 
that combination where an indifference curve is tangential to G,X,, say FE). 
The combinations of goods on or within G,X,0 are those available to the 
consumer after a reduction in both the price of X and his money income 
such that he is just able to purchase combination £,, that is, his real income 
is constant. The consumer will now choose a combination where an 
indifference curve is tangential to G,X,. With the convexity of indifference 
curves implicit in assumption (4) and with the slope of G,X, less than the 
slope of G,X, (the slope of these lines measures the ratio of the price of X 
to the price of G), the new tangency position must be to the right of £,, say 
E,. Thus the substitution effect of a fall in the price of X is to increase the 
demand for it. 

The revised treatment Hicks prefers ' is essentially to drop assumption (4) 
about the diminishing marginal rate of substitution and not to bother 
arranging combinations of indifference in any systematic way. Initially 
the consumer chooses a combination along G,X, (assumption 5), say £,, 
which is preferred to all combinations under G,X, but may be preferred or 


1 Op. cit., Chapters V-VII, 
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indifferent to the other combinations along G,X,. After the price change 
and income adjustment the consumer will choose a combination on £,X,. 
He will not choose a combination under GX, (assumption 5) nor along 
G,E, (1 and 6), and combinations on or within G,£,G, other than those 
on G,£, are no longer available tohim. The elimination of assumption (4) 
has the consequence of weakening the substitution theorem to include the 
possibility of demand remaining constant when there is a price change. 

If assumption (2) is changed so that indivisibility of both G and X is 
assumed it is then possible to consider the case where each combination of 
the two goods has a distinct place in the consumer’s ranking, that is, strong 
ordering. Strong ordering implies discontinuity, but discontinuity does not 


G; 


G2 


E, 








.@) XK Xo 


preclude weak ordering. Hicks demonstrates the first conclusion but 
appears to overlook the latter,! which makes assumption (2) unnecessary 
also for the weak-ordering derivation of the substitution theorem. In the 
strong-ordering derivation assumption (5) can be dropped. Hicks was 
forced to include this assumption in the weak_ordering case, since without 
it it would be possible for the initial position to be EZ, and the new position 
E,, or vice versa, or for E, and E, to coincide; a general conclusion that is 
self-evident. 

In the strong ordering case the initial combination of goods chosen by 
the consumer may be anywhere on or within G,X,0, say E,, which is then 
shown to be preferred to any alternative combination. The new position 
will be EZ, or a combination within or on £,X,X,, but not on Z,X,. All 
other possible combinations, that is those on or within G,E,X,0, have been 
shown previously to be less preferred than £3, and by assumption (1) the 
consumer’s preference scale remains the same. Thus the substitution 
theorem in its weak form is proven. The strong ordering derivation is the 

2 Op. cit., pp. 39-44. 
No. 279.—VOL. LXx. 8s 
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well-known revealed preference theory of Samuelson! and Little * about 
which Hicks retains some scepticism.* He claims that since situations of 
indifference are relevant in reality, they should be accounted for in the 
theory, but admits that a decision must be made between such situations 
and on grounds excluded from consideration.4 In the same way that 
preference theories of demand have eschewed utility maximisation from the 
analysis, it is possible to eschew preference from the analysis. 

This decision clears the way for demand theory to be based on only one 
assumption about the consumer’s behaviour: 


If in any situation a combination of goods, P, is chosen instead of 
all other available combinations, then in all situations in which com- 
bination P and any or all of the combinations available in the previous 
situation are available P will be chosen. 


Consider the above diagram. Initially a combination of goods on or 
within G,X,0 is chosen. G,X, will pass through this combination, which 
thus lies along G,E,. Complying with the above assumption, the new 
combination chosen will be the same as the previous one or be on or within 
E,X,X, but not on E,X,. Thus the substitution theorem in its weak form 
is proven. This derivation is valid regardless of whether or not the con- 
sumer makes his decisions in terms of a preference field, and if he does it 
makes no difference whether his preferences are strongly or weakly ordered. 
The assumptions associated with the preference theories are unnecessary; 
all that is required is that the decisions (not preferences) of the consumer are 


strongly ordered and consistent. Without this assumption no theorising 
would be possible. 


A. D. Brownie 


University of Auckland, 
New Zealand. 





OPEN-MARKET OPERATIONS VERSUS RESERVE- 
REQUIREMENT VARIATION: COMMENT * 


In a recent article 7 Mr. Joseph Aschheim gives qualified approval to 
variation of cash-reserve requirements but concludes that open-market 
operations are usually preferable in countries where an active securities 


1 P. A. Samuelson, Foundations of Economic Analysis (1947), Chapter V. 

2 I, M. D. Little, A Critique of Welfare Economics, 2nd ed. (1957), Chapter II. 

* Op. cit., p. vi. 

* Op. cit., pp. 20-1. 

5 A general proof along these lines is given by K. Lancaster, ‘‘ Revising Demand Theory,” 
Economica, November 1957. 

* The interpretations and conclusions are those of the authors and do not necessarily reflect 
the views of other members of the Brookings staff or of the administrative officers of the Institution. 

7 “* Open-Market Operations versus Reserve-Requirement Variation,’’ Economic JOURNAL, 
December 1959, pp. 696-704. 








market exists. An increase in cash-reserve requirements depresses com- 
mercial-bank earnings more than an equivalent amount of open-market 
sales by the central bank. Aschheim argues that the commercial banks 
will sell securities and shift into loans in an effort to restore their earnings 
and that in consequence yields on government securities will be driven up 
more, and bank loans restrained less, when reserve requirements are 
increased. 

This will be the outcome, however, only under special conditions, which 
are not set forth by Aschheim. His argument requires that government- 
security sales by commercial banks in response to an increase in reserve 
requirements exceed the total of sales by the central bank and commercial 
banks that would occur if equivalent open-market operations were 
conducted. 

An increase in reserve requirements and open-market sales may be 
considered equivalent if they have the same effect on commercial-bank 
deposits.’ If the commercial banks have no excess reserves and are unable 
to obtain additional reserves, open-market sales of A will force a reduction 
in deposits of A/r, where r is the required reserve ratio. Commercial-bank 
earning assets will be reduced by (1 — 1r)A/r. If deposits are reduced by 
A/r by means of an increase in the required reserve ratio, earning assets of 
the commercial banks will fall by A/r. When the required reserve ratio is 
raised earning assets bear the full impact of the reduction in deposits because 
total reserves remain unchanged. 

It is likely that part of the reduction in earning assets will take the 
form of sales of government securities by the commercial banks. The 
fractions taking this form may be designated as a for the reduction in 
earning assets brought about by open-market operations and 6 for the 
reduction attributable to higher reserve requirements. The increase in 
reserve requirements will involve larger total sales of government securities 
only when 6(A/r) > a[(1 —r)A/r] + A. This will be the case when 
(6 — a) >r(l1— a). Increases in reserve requirements will put more 
direct pressure on government-security yields than will equivalent open- 
market sales only when 5 exceeds a by the indicated margin. This contrasts 
with Aschheim’s implication that it is only necessary that b exceed a for 
reserve-requirement increases to have the greater impact. 

It may be correct, as Aschheim argues, to expect that, under conditions 
of strong demand for credit, security sales by commercial banks will repre- 
sent a greater fraction of the decline in earning assets when reserve require- 
ments are increased than when open-market sales are employed. In the 

! This definition seems more significant than a possible alternative definition that would 
indicate that an increase in reserve requirements and open-market sales were ‘‘ equivalent ” if they 
produced the same initial reserve deficiency (or absorbed equal amounts of free reserves). i 
the alternative definition, deposits would fall less when reserve requirements were increased than 
when “‘ equivalent ’’ open-market sales were conducted; the decline in earning assets might equal, 
exceed or fall short of the decline attributable to “ equivalent” open-market sales. 
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terminology of this note, 6 may exceed a4, but not necessarily by the margin 
indicated above. 6 would exceed a if the ratio of government securities to 
earning assets were a decreasing function of the cash-reserve ratio or, 
alternatively, an increasing function of the rate of bank carnings. There is 
no evidence, however, that such relations hold in the United States. In 
fact, over the decade 1950-59, exactly the opposite relations prevailed. 
The tendency of banks to shift from securities to loans is a familiar difficulty 
in the application of restrictive credit policy; it does not seem to be a 
peculiar weakness of reserve-requirement variation. 

The choice between reserve-requirement variation and open-market 
operations may affect the net carrying cost of the public debt, even if it has 
no direct influence on security yields. When the central bank engages in 
open-market purchases or sales it increases or decreases its earning assets. 
If, over a business cycle, the authorities choose to tighten ‘redit whenever 
appropriate by selling securities and to relax credit by lowering reserve 
requirements, the earnings of the central bank will be smaller and the 
earnings of the commercial banks larger than if the same changes in credit 
conditions were brought about by raising reserve requirements and buying 
securities. In the United States and other countries where earnings of the 
central bank in excess of a certain rate or amount are paid to the govern- 
ment, policies that have closely similar monetary results may have different 
budgetary implications. This point was recently stressed by the Con- 
gressional Joint Economic Committee in recommending that the Federal 
Reserve authorities provide the additional bank reserves needed to allow 
secular expansion of the money supply through open-market purchases 
rather than by further lowering reserve requirements.' 

RicHarp GoopE 


Joun G. Guriey 
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The Brookings Institution 
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OPEN MARKET OPERATIONS VERSUS RESERVE- 
REQUIREMENT VARIATION: COMMENT 


In a recent article in this Journat,* Professor Aschheim finds an 

“ asymmetry ” between increases in reserve requirements and open-market 

sales which “ militates against the increase of reserve requirements as a 

counter-inflationary measure” (p. 703). While he adds several interesting 

observations to the present debate over these two central bank instruments, 
Aschheim’s analysis is unfortunately neither free of error nor conclusive. 

His technique of comparison is a generally acceptable one. In his 

1 Joint Economic Committee, Staff Report on Employment, Growth, and Price Levels (Washington, 


December 24, 1959), p. 406, and Report of the Committee (Washington, January 26, 1960), p. 43. 
* J. Aschheim, ‘‘ Open-market Operations versus Reserve-requirement Variation,” Economic 


Journat, December 1959, pp. 697-704. 














“second type of situation”? the commercial banks are assumed without 
excess reserves and in equilibrium with respect to the structure of their 
assets. The central bank is assumed to reduce the “ volume of bank 
reserves by a given amount” (p. 679; I trust Aschheim means the volume 
of bank deposits, since the volume of reserves is not affected by a change in 
reserve ratios), and the efficacy of the two techniques is measured by the 
extent to which each reduces the quantity of loans made by the banking 
system. On the basis of an “‘ income ’’ motive and a “ liquidity ” motive, 
Aschheim concludes that open-market sales win decisively.* 

The adverse (from the view-point of restrictive policy) “‘ income ” effect 
of reserve requirement increases is certainly important; im stressing it, 
however, Aschheim has forgotten his own point that “higher reserve 
requirements reduce not only the total volume of commercial-bank assets 
but also the proportion of commercial-bank earning assets to their total 
assets, On the other hand, open-market operations reduce the total 
volume of commercial-bank assets without reducing the proportion of 
earning assets to total assets ’’ (pp. 699-700). The greater loss of earning 
assets, and hence income, caused by raising reserve requirements (as com- 
pared to open-market sales) will most probably induce the banks to increase 
the proportion of their earning assets in the higher-yield asset (i.¢., loans), 
but it must be remembered that the total amount of earning assets is less. 
There is no a priori reason for believing that a larger fraction of a smaller 
total will be greater.* The question is an empirical one. 

The other of the two reasons Aschheim advances for this shift in the 
banks’ preferences is, however, fallacious. He claims that the “ liquidity 
needs of commercial banks are to a greater extent met by the required 
reserves themselves with a higher reserve requirement than with an un- 
changed reserve requirement” (p. 700). An arithmetic example suffices. 
Suppose a particular bank has 100 of deposits, a 10% reserve requirement 
ratio and no excess reserves; further, suppose that it desires sufficient 
secondary reserves (i.¢,, Government securities) to be able to meet a with- 
drawal of one-fifth its deposits. Then its balance sheet is: 





Reserves: 10 : 100 
Securities: 18 ~er 
Loans: 72 














~———- 


. deihishn apadiaeis ladies iihiacs Uhaeentlmeineniiatiaas although he makes it 
clear throughout that he means “ restrictive.’ He also considers the (“first type” of) situation 
where banks are in the process of switching from securities to loans at the time the central bank 
acts. I prefer not to start comparative statics analysis from a position of disequilibrium. 

* Some minor exceptions are noted by Aschheim in his Section V. 

* Theoretically, one can say, however, that there is some rise in the reserve requirements ratio 
for which the total-earning-asset effect against loans exceeds the “ income" effect toward loans. 
But that is possibly a rise to 100% reserve requirements. 
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Now if its reserve requirements are raised to 20%, and it still wishes to be 
able to cover net withdrawals up to one-fifth its deposits, its balance sheet 
will be: 








Assets. Liabilities. 
Reserves: 20 | Deposits: 100 
Securities: 16 
Loans: 64 








In each case, securities will be one-fourth as large as loans. A change in 
the relative earning rates of securities and loans or consideration of the 
“income” effect may induce the bank to alter the extent to which it 
maintains its liquidity; but, from liquidity considerations alone, the ratio in 
which the bank holds securities to loans is completely unaffected by a 
reserve-requirement change. 

If we accept Aschheim’s conclusion that a greater amount of loans will 
be made by the banking system after a rise in reserve requirements than 
after comparable open-market sales, it follows, as he states, that interest 
rates on Government securities will be raised “ to a greater extent in response 
to higher reserve requirements” (p. 701).4 But it is probable that the 
concern of the monetary authorities is not only with the interest rate but also 
with the total interest cost of the privately held (non-Government and non- 
central-bank) Government debt. While cither policy will increase this 
total interest cost, we cannot tell, without further assumptions, which will 


increase it the more. 
Ricuarp C. PorTer 


Cowles Foundation for Research in Economics at Yale University, 
New Haven, Connecticut. 





OPEN-MARKET OPERATIONS VERSUS RESERVE- 
RFQUIREMENT VARIATION: REPLY 


I 


1, In their interesting note, Messrs. Goode and Gurley allege that my 
“* argument requires that government security sales by commercial banks in 
response to an increase in reserve requirements exceed the total of sales by 
the central bank and commercial banks that would occur if equivalent open- 
market operations were conducted.” * Their allegation is erroneous. My 
argument was that under conditions of an excess demand for private credit 
there is an asymmetry between the two central-bank measures in that greater 
shifting by commercial banks from government securities into private loans 


4 If we assume, plausibly, that there is no difference in the effect of the two policies on the 
non-bank public’s demand curve for Government securities. 
* Italics mine. 
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is induced by an increase in reserve requirements than by restrictive open- 
market operations. For this argument it is quite unnecessary that, in 
Goode and Gurley’s terminology, (6 — a) >r{1— a). All that is neces- 
sary is that 6 >a; this inequality suffices to establish the asymmetry 
between the two central-bank measures. 

2. On the question whether 6 > a, Goode and Gurley say different 
things. On the one hand, they say that, “ It may be correct, as Aschheim 
argues to expect that, under conditions of strong demand for credit,” 5 > a. 
On the pther hand, they state that, “ there is no evidence, however, that 
such relations [as would make 5 > a] hold in the United States. In fact, 
over the decade 1950-59 exactly the opposite relations prevailed.” 

It is regrettable, indeed, that Goode and Gurley have not seen fit to share 
their specific evidence with the reader. In any event, as Goode and Gurley 
point out, 5 > a if the ratio of total government securities to earning assets 
is a decreasing function of the required cash-reserve ratio. That this 
relation holds when the demand for credit is strong follows from what my 
article referred to as the “income” effect and the “ liquidity” effect of 
higher reserve requirements. Under the impact of an increase in reserve 
requirements the higher marginal utility of bank income, reinforced by the 
lower marginal utility of the moneyness of bank assets, induces commercial 
banks to sacrifice liquidity to obtain additional earnings. There is no 
reason to believe that this implication of economic theory is less applicable 
to the United States than to any other country. 

3. Goode and Gurley observe that: “‘ The tendency of banks to shift 
from securities to loans is a familiar difficulty in the application of restrictive 
credit policy; it does not seem to be a peculiar weakness of reserve-require- 
ment variation.” The point of my article was not that the tendency of 
banks to shift from securities to loans is a peculiar weakness of reserve- 
requirement variation. Rather, the point was that, for reasons reiterated 
in (2) above, this tendency is greater under the impact of reserve require- 
ment variation than of open-market operations. 

4. Finally, Goode and Gurley note that, ‘“‘ The choice between reserve- 
requirement variation and open-market operations may affect the net 
carrying cost of the public debt, even if it has no direct influence on security 
yields.” It is because of this familiar fact that my own article concluded 
that even in countries where an active securities market exists, there may 
still be a distinct advantage in endowing the central bank with both weapons. 


II 
1. I now turn to Professor Porter’s strictures. Though he grants that 
the adverse “income” effect of an increase in reserve requirements is 
“ certainly important.” he evidently objects to my “ stressing it.” For he 
charges me with having forgotten my own point that higher reserve require- 
ments reduce the proportion of commercial-bank earning assets to their total 
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assets. This point, far from having been forgotten, was the very basis for 
my argument. It is precisely because an increase in reserve requirements 
reduces the proportion of earning to total assets that it has an adverse 
“income” effect as compared with restrictive open-market operations, 
which do not reduce the proportion of earning to total assets. 

2. Next Porter charges that my reasoning in terms of an adverse “ liquid- 
ity’ effect is fallacious. He believes he has shown that “‘ from liquidity con- 
siderations alone, the ratio in which the bank holds securities to loans is 

completely unaffected by a reserve-requirement change.’ Unfortunately, 
his “ proof” is pointless, because he specifically assumes in his example that 
the bank “ desires sufficient secondary reserves (i.e., Government securities) 
to be able to meet a withdrawal of one-fifth its deposits,” regardless of the 
level of the cash-reserve requirement. Thus, by assumption, he prevents the 
ratio in which the bank holds securities to loans from being affected by an 
increase in the cash-reserve requirement. Porter ‘ proves’? what he 
assumes. 

3. Lastly, Porter suggests that “‘ it is not unlikely that the concern of the 
monetary authorities is not only with the interest rate but also with the total 
interest cost of the privately held (non-Government and non-central-bark) 
Government debt.” Let me merely note that there exists another position 
on this issue, namely that the net interest cost of Government debt is a 
concern for tax policy rather than for monetary policy. 

Josern AscHHEM™ 

The Johns Hopkins University, 

Baltimore, Maryland. 





PROFIT SHARING BETWEEN PRODUCING COUNTRIES 
AND OIL COMPANIES IN THE MIDDLE EAST: A REPLY 


As one who has been intimately associated with most of the major oil 
negotiations in the Middle East during the past decade, I was very interested 
in Dr. Penrose’s article, ‘‘ Profit Sharing Between Producing Countries and 
Oil Companies in the Middle East ’’ in the Economic Journat of June 1959. 
It is apparent that Dr. Penrose has given a great deal of thought to these 
very complicated problems, and she is to be congratulated on her lucid 
presentation. However, for the record, I think I should point out a few 
things that are factually incorrect and several inferences with which I do 
not agree. 

Despite its qualified language, the thesis of the article is unmistakable: 
There is lack of competition in the bargaining processes by which con- 
cessions are granted and agreed upon, and the decisive weight is on the side 
of the companies in their negotiations by reasons of their monopolistic power. 
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It is clear that the term ‘‘ monopoly ” as used in this article has several 
meanings. It is, of course, correctly used when applied to an oil concession. 
Any oil concession is a monopoly, i.e., the company involved is granted 
exclusive rights to explore for, develop and carry away oil from a specified 
area for a specified time. Obviously, nobody would risk capital in exploring 
for oil unless they had some form of guarantee—call it a monopoly if you wish. 

I find it extraordinary, however, that Dr. Penrose assumes that there is 
not competition for concessions. A high degree of competition has been 
going on in both Venezuela and the Middle East, not to mention other 
areas. As a matter of fact, the competition became so keen that the terms 
offered for recent concessions has caused speculation as to the business 
acumen of some bidders. There are indications that several of the successful 
bidders are already regretting their success. 

The implication in Dr. Penrose’s article also is that there was no com- 
petition in the past. It is perhaps forgotten—although well known in oil 
circles—that the Saudi Arabian concession could have been in other hands 
if the others had thought it worth a down payment of £30,000. Dr. 
Penrose states: ‘‘ There is little doubt that some of the early agreements 
were made by rulers who knew little of what they were signing away.” 
Conversely, the companies knew little of what they were receiving. I am 
confident that a study of early agreements would show that they were very 
close to the maximum terms which anyone would pay at the time. The 
rulers and governments demanded and received gold payments—most of 
them 4s. gold per ton. This royalty, of course, was in addition to other 
payments, such as bonuses, dead rent, etc. 

It should be recalled that during the 1930s crudes similar in quality to 
the Middle East crudes being produced were selling in Texas for less than 
$1.00 per barrel at the well and even lower than $0.50 per barrel in 1931 
and 1933. The cost of delivering Texas oil from the well to Northern European 
markets was a little less than the tanker cost from the Persian Gulf. Residual 
fuel oil was available in seemingly unlimited quantities at the large Carib- 
bean refineries at $0.60-0.75 per barrel f.o.b. Although there were no 
posted prices in the Middle East pre-war, it is not difficult to estimate the 
maximum value of the crude for delivery into Europe in competition with 
Texas and Caribbean crude and products. It can easily be seen that 4s. gold 
(about 13 c. per barrel until February 1934, when gold was revalued at 
$35 per ounce, and thence about 23 c. per parrel) plus other payments to 
the governments came to an average of nearly 50% of the profit, and at 
times was even more. 

After the War, with inflation and the rapid increase of crude prices, 
higher United States and United Kingdom corporate income taxes and 
frozen gold prices, the oil companies operating in the Middle East recognised 
that the fixed royalty payment no longer gave the equitable division 
originally intended, and that additional royalty payments were neither 
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economically practical nor a permanent method of maintaining equity 
between the parties. The “ rapid spread ” of 50/50 was the result of this 
recognition of the need to restore the equity which had been frustrated by 
drastically changed conditions, beyond the control of either party and 
unforeseen at the time the agreements were negotiated. 

There is no relationship between this adjustment of old agreements and 
the signing of new concession agreements. New concession agreements 
should bring the Governments whatever they are able to negotiate, whether 
it be better terms for the Government or less favorable. If some of the early 
agreements, made before the potential of an area was known, appear more 
favorable to the oil companies than new ones negotiated after the risk-takers 
have demonstrated the area was rich in oil, is this not the proper reward for 
risk-taking ? 

Even in Iraq, where Dr. Penrose states incorrectly that five American 
companies now participate, it should be realised that three of these com- 
panies pulled out more than thirty years ago because they thought the 
terms too stiff. 

There is the implication in Dr. Penrose’s remarks that there is no 
potential competition from governments—that they are restricted in 
marketing. In fact, practicaliy all producing countries can receive royalty 
oil which they are free to sell anywhere, at any price they are willing to 
accept. They find, however, just as the oil companies do, that a lot of 
capital investment is required in transportation, refining and marketing 
facilities before crude can be disposed of. 

Dr. Penrose writes that 75% was obtained by the “ Emir of Qatar” 
from the Italians and Japanese. The correct facts, which were widely 
reported in newspapers and oil journals, are that the Italian agreement was 
made with Iran, and the Japanese agreement with Saudi Arabia and 
Kuwait for the offshore area beyond territorial waters of the Kuwait/Saudi 
Arabia Neutral Zone. 

The Italian agreement, although incorrectly reported as a 75/25 deal, 
actually involved a 50/50 agreement with the National Iranian Oil Com- 
pany, which included liability of half of the development costs. This group 
in turn has a 50/50 concession with the Iranian Government. In the case 
of the Japanese company, the agreement with Saudi Arabia amounts to 
56% profit payment and 57% to Kuwait. 

As for the question of sharing profits made outside the country, it is 
important to note that those who suggest doing so are unwilling to share in 
the capital investment required to generate these profits, if any. The 
financial statements of the oil companies indicate that the total profits in 
1958 in the Eastern Hemisphere on all operations, including producing, 
were appreciably less than the payments made by them to the governments 
of producing countries. (See recent report of First National City Bank of 
New York by William S. Evans, Petroleum in the Eastern Hemisphere.) 
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Dr. Penrose writes that it is extremely difficult to believe that the oil 
companies do not have a powerful influence on prices and, consequently, on 
the revenue obtained by producing countries. I think it can be shown that 
world competition sets the price. If the price is unfair—and the implication 
here is that it is too low—then two things happen. First, the price is avail- 
able to all and if too low, competitive refineries will buy and take away 
product markets by price competition while still making a satisfactory profit. 
Secondly, if the price is too low the Government could take its royalty oil in 
kind and sell it for a higher price. In actual fact, most of the complaints 
that the oil companies receive is that posted prices have been too high. 

Dr. Penrose refers to the “ transportation monopoly of the major 
companies.” Ifthe major companies have a transportation monopoly they 
are certainly doing a poor job with it. At present there is a 20% surplus of 
tankers, and owners are ready to charter at below out-of-pocket costs to save 
tie-up charges. 

In Dr. Penrose’s mind there is clearly much confusion between national- 
isation and the cancellation of concessions. I doubt if it is generally 
realised that oil concessions in the Middle East are already nationalised. 
That is, all the facilities are either the existing property of the Government, 
or a government entity, as in Iran, or become the sole property of the 
Government under terms of the contract after termination. Rights are 
then granted for a period of years in return for the performance of certain 
obligations. If a country were to seize the properties and prevent a com- 
pany from exercising its rights under such a contract it is incorrect to dub 
this act as nationalisation, It is nothing more or less than the abrogation 
of a solemn contract which is part of the law of the land. 

One of Dr. Penrose’s important assumptions is that governments have 
the right to nationalise the property of foreigners as well as that of their own 
citizens on payment of fair compensation and that such action is justified 
when the economic interests of the country are thereby furthered. The 
important point here is that although the countries may have the power to 
abrogate a contract they do not have the right unless they pay prompt, 
adequate compensation, plus liquidated damages for loss of profit during the 
remaining life of the contract. 

In so far as principle, however, is concerned, it is important to keep the 
record straight. If there is one thing that has been laboriously achieved in 
Anglo-American history over past centuries it is that the King or the 
Government is under the law and not outside it. What protection is there 
for either private citizens or private corporations if we allow in principle 
that governments are free to break, unilaterally, solemn contracts ratified 
by the highest authority in the land? It is true that in some countries there 
are overriding government rights, such as to achieve national security, but 
they are exercised only under careful restrictions, including fair com- 
pensation not determined unilaterally but, if necessary, by the courts. We 
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must, never forget that such safeguards are not often available in inter- 
national affairs. The lack of them, however, does not warrant acceptance 
of the assumption that a government is superior to its contracts. Of what 
use then would be a contract? Would it permit a company, too, to 


unilaterally abrogate its contract if its economic interests were thereby 
furthered? No, a government is, equally with the company or individual, 
bound to the provisions of a contract freely entered into, and if revision is 
necessary, then it is a matter for negotiation and not unilateral action. 
H. W. Pace 
Standard Oil Company 
(New Jersey). 





PROFIT-SHARING IN MIDDLE EAST OIL—REJOINDER 


ALTHouGH my article on the sharing of profits from Middle East oil 
production * was painstakingly designed to analyze as objectively and 
impartially as possible the fundamental considerations governing the 
bargaining positions of oil companies and governments in the Middle 
East, it has (perhaps for this very reason) come under attack from both 
sides. My friends among the Middle Eastern economists have privately 
objected to my contention that the oil-producing countries would not gain 
by “ nationalising ” * the companies, and also to my conclusion that these 
countries are not “‘ exploited” by virtue of the monopolistic position of the 
companies. On the other hand, the distinguished director of the Standard 
Oil Company of New Jersey, Mr. Page, objects to the notion that the oil 
companies have monopolistic power with respect to concession agreements, 
marketing, price or transport, while Professor Salera insists that in any case 
it is the governments that often enjoy “ the superior economic power.” ® 
In addition, Mr. Page raises the difficult and as yet unresolved question 
under what conditions a sovereign state can legally abrogate its contracts 
with foreign nationals. 

With this last problem international lawyers have been grappling for 
some time and I have no special competence in the matter. Mr. Page and 


1 “ Profit Sharing Between Producing Countries and Oil Companies in the Middle East,” 
Economic Journau, Vol. LXIX, June 1959, pp. 238-54. 

® Mr. Page is, of course, quite correct in pointing out that strictly speaking the issue is not one 
of “ nationalisation ” but of “ abrogation of contract,” since the companies operate only under 
concession contracts. The former term is the more commonly used, perhaps because it has less 
invidious connotations nowadays, but Mr. Page is within his rights to insist on the latter. 

* Virgil Salera, ‘“‘ A Note on Profit Sharing in Middle East Oil,”” Economic Jovanat, Vol. 
LXIX, December 1959, pp. 812-13. 

* For a convenient survey of the issues see George Lenczowski, Oil and State in the Middle East 
(New York: Cornell University Press, 1960), pp. 94 ff. 
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I evidently agree that adequate compensation should be paid, but it seems 
to me that there is ground for argument over the question whether com- 
pensation should include “‘ liquidated damages for loss of profit during the 
remaining life of the contract,’’ when much of the profit can be attributed 
to the monopolistic market position of the private producers. Clearly we 
cannot undertake a full discussion of this problem here; there is no way in 
economics of determining what is a “‘ proper reward for risk-taking” or an 
“ equitable” division of profits, and therefore economic analysis provides 
no criteria for deciding how much “ damage” due to loss of profit should 
be included in an “ equitable’ compensation. I was concerned neither 
with the legal issue nor with the problem of determining appropriate com- 
pensation but only with the circumstances in which it might be to a 
country’s advantage to abrogate its contracts on payment of compensation.* 

When we come to the question of the amount of competition in the inter- 
national oil industry we have to analyze a very mixed bag. Mr. Page is 
certainly correct in stating that there has been intense competition for the 
new concessions recently granted in the off-shore areas and in Iran; there 
was nothing to the contrary in my paper, and I certainly would not quarrel 
with the implication that the governments have done extremely well as a 
result.2. As to the original concessions, I suppose that the political 
manoeuvring and behind-the-scenes bargaining could be classed as a kind 
of competition, although surely Mr. Page has not forgotten the govern- 
mental policies and private restrictions affecting such competition. Whether 
or not the terms of most of the original concessions were the “ maximum 
terms which anyone would pay at the time ”’ is very difficult to judge, and 
there is little point in disputing the matter; the important issue with which 
I was primarily dealing related to the problem of renegotiating existing 
agreements, and here Mr. Page does not appeal to competition but to the 
recognition by the oil companies of “ the need to restore the equity which 
had been frustrated by drastically changed conditions ’’ (italics mine). 

I always find myself slightly bewildered by the tendency of the spokes- 
men for business firms to emphasise at one moment competition as the most 
significant force determining a firm’s behaviour and at the next moment to — 
emphasise equity, the public interest and fair play. Equity becomes an 
important factor only when competitive forces are largely inoperative; 

1 As I have pointed out in an earlier paper, it would rarely »ay a country to nationalise a foreign 
firm if it had to pay compensation including the full present value of expected monopoly profits. 
See my “‘ Foreign Investment and the Growth of the Firm,” Economic Journnar, Vol. LX VI, June 
pat ears itd iB hiner Bt nn ie ny She oe 
unforgivable errors with respect to the new Italian and Japanese concessions, and to the com- 
position of the American group in the IPC. All of the errors, which he corrects, occurred in the 
same footnote of my original article (p. 245), and I have been busily correcting them by hand in 
offprints. My excuse would only be understood by people doing research and writing in out-of- 
the-way parts of the world, and I can only offer apologies for my failure to check more carefully. 
Fortunately, the footnote errors have no bearing whatsoever on any part of my argument. 
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rarely can the same phenomena be explained on both grounds.1 My dis- 
cussion of the bargaining problem was based on the assumption that both 
the oil companies and the governments were concerned to do as well as they 
could for themselves, and I still suspect that this assumption comes fairly 
near to the truth. The companies insist that a 50/50 split of the profits is 
fair; this may be so, although I have not seen any attempt to show why it is 
fair. Presumably to everybody except economists anything split equally is 
ee 

Professor Salera, on the other hand, holds that the 50% profits tax 
imposed on Aramco by the Saudi Arabian government was a “ unilateral 
decision ”” by the Government which made Aramco very unhappy. I have 
yet to see any evidence that it was unilateral, and Mr. Page implies that, 
equity having been served, Aramco would not have been unhappy. As a 
matter of fact, to give 50%, of its profits to Saudi Arabia in the form of an 
income tax should not have distressed Aramco, since it cost the company 
practically nothing—it merely meant that the company, which is incor- 
porated in the United States, paid taxes to Saudi Arabia instead of to the 
United States Government, whose corporate income tax is now 52% in 
any case.” 

I would agree with Professor Salera that political considerations compli- 
cate the oligopoly bargaining problem, but it certainly is not necessary to 
postulate anything so pseudo-scientific as “ the dynamics of the international 
oil industry” (p. 313) to explain the likelihood that the governments will 
be able to obtain progressively larger shares of the profit. The simple facts 
are that the governments are no longer easily dominated, they are becoming 

il aware of their strategic political position (although North 
African oil will reduce their economic bargaining power), and their peoples, 
imbued with highly charged feelings of national consciousness, are some- 
times fiercely (and often irrationally) determined to reduce Western influence 
in their economies to a minimum. Ricardian rent analysis, to which Pro- 
fessor Salera appeals, is a strange and lonely traveller in such company, and 

1 Some of the difficulty arises, of course, because business-men and economists use the term 
** competition ’’ differently. A delightful example recently came to my attention: the Chairman 
of the Board of the Standard Oil Company of Indiana, after pointing out that in the first six months 
of 1960 demand could be expected to rise while production controls would prevent “ senscless 
overproduction of products” in the United States, went on to say, “In this economic climate 
prices should firm and strengthen, but the oil industry is so intensely competitive that improvement 
in the ratio of demand to supply does not automatically cause strengthening of price’! First 
National Bank of Chicago, The Outlook for Business the First Six Months of 1960, December 8, 1959. 

* In the Hearings cited by Professor Salera, Mr. Davies, Chairman of the Board of Aramco, 
attributed the 50% profits tax of Saudi Arabia to the benevolence of the Saudi Arabian Government, 
stating, “‘. . . the Saudi Arabian Government was insisting on an income tax which would result 
in no additional burden on the company.” Emergency Oil Lift Program and Related Oil Problems, 
Joint Hearings Before Subcommittees of the Committee on the Judiciary and Committee on Interior and Insular 
Affairs (U.S. Senate, 85th Cong., ist Sess., 1957) Part 2, p. 1430. 

Mr. Davies also explicitly agreed that there were no income taxes paid to the United States on 
the operations of Aramco in Saudi Arabia because of the tax credit against foreign income taxes 
which is granted by the U.S. Treasury. See ibid., p. 1421; also pp. 1442 and 1471. 
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it has little relevance to the problem of how profits (or rents) are to be divided 
between companies and governments. fA 

So far as the price structure of the international oil industry is concerned, 
it must be remembered that the seven international major companies control 
around 90%, of the crude oil produced in the Middle East and in Venezuela, 
and refine and sell the bulk of the petroleum products sold outside the United 
States and Soviet controlled areas. Crude-oil production in the United 
States, the third major source of supply, is regulated by government agencies. 
Estimates of the control of the commercial tanker fleet by the integrated 
companies through ownership or long-term charter range from 72%, to as 
much as 90%.! It is true that since 1958 price competition in crude oil 
outside the United States has for a number of reasons become a serious 
problem for the industry, and that the established pattern has been breaking 
up. But the argument that “‘ world competition sets the price” of crude oil 
has, I think, been effectively exploded, even if we were to use a very loose 
notion of ‘‘ workable competition.”” There is not space to discuss the 
matter here, and I can only refer the interested reader to the important 
literature on the subject. I do not intend to imply, however, that price 
competition in the economists’ sense should be the primary determinant of 
crude oil prices; this is an entirely different and rather difficult question. 

But surely it is disingenuous of Mr. Page to say, on the one hand, that 
the governments of the oil-producing countries are not restricted in market- 
ing their royalty oil, since they “ are free to sell anywhere, at any price they 
are willing to accept,”’ and that they would do so if oil prices were too low, 
yet on the other hand to indicate that they cannot do so because they do not 
have the “ transportation, refining and marketing facilities”’ necessary 
before “‘ crude can be disposed of.” Is this not an admission of my con- 
tention that the integrated companies have extensive control over these 
later stages of the industry and are unwilling to provide markets for oil 
available from other sources? 

Indeed, the most significant fact about the international petroleum 


1 See Melvin G. de Chazeau and Alfred E. Kahn, Integration and Competition in the Petroleum 
Industry (New Haven: Yale University Press, 1959. Petroleum Monograph Series, Vol. 3), p. 343. 
Incidentally, as Mr. Page suggests, there is a severe surplus of tankers at the present time; further- 
more, if one can accept Professor Nielsen’s analysis of the past record in forecasting the need for 
oil tankers, one can also agree that the oil companies as well as the independent tanker companies 
have often done a “ poor job with it.” There is nothing in economic analysis suggesting that 
errors of business firms provide proof of the existence of competitive conditions! See Robert S. 
Nielsen, Oil Tanker Economics (Bremen: Weltschiffahrts Archiv, 1959). 

* I can only mention a few of the significant discussions: 


The Price of Oil in Western Europe, Economic Commission for Europe, March 1955. 

The International Petroleum Cartel, Staff Report to the Federal Trade Commission, Committee 
Print No. 6 (82nd Cong. 2d Sess. 1952), pp. 352 ff. 

Michael Laudrain, Le Prix du Pétrole Brut (Paris: Genin, 1958). Contains extensive biblio- 


graphy. 
M. G. de Chazeau and A. Kahn, op. cit., pp. 211-17. One of the more recent, though brief, 
discussions. 
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industry is the vertical integration of the major companies. For the most 
part, the majors produce theircrude oil for their own use; selling crude is 
not’ their primary business, and relatively little is sold ‘‘ spot” to inde- 
pendents on the open market. Nevertheless, as Mr. Page points out, their 
financial statements “‘ indicate that the total profits in 1958 in the Eastern 
Hemisphere on all operations . . . were appreciably less than the pay- 
ments made by them to the governments of the producing countries.” In 
other words, in 1958 ail of the profit from the integrated operations of the 
companies was put at the level of crude-oil production. As any economist 
would immediately suspect, there are tax advantages in such an arrange- 
ment, at least for the American companies. The device by which this is 
achieved is the posted price, which is the basis for calculating payments to 
be made to the governments of the producing countries on all oil produced, 
but which has no necessary relation to the price at which the majors actually 
sell the crude oil they do not use in their own subsidiaries and certainly no 
relation to the value of the oil used in their own operations. Whether the 
posted price is “ too high” or “ too low” depends on the point of view; 
there are no economic criteria. It certainly has been higher than genuine 
price competition would have produced—but then it is not necessarily the 
actual “‘ market price’’; it is naturally too low from the point of view of 
governments desiring a greater share in the oil companies’ profits." 
EprrH PENROSE 
The Johns Hopkins University. 





CAPITAL EXPORTS AND GROWTH FOR ARGENTINA: 
A REJOINDER 


In this rejoinder I wish to discuss a few points raised by Mr. J. Knapp in 
his interesting comment on my recent note.? 

I agree with, and think valuable, Mr. J. Knapp’s distinction between 
“ unnecessary ’’ and ‘‘ excess”’ (in his sense) borrowings;* indeed, it was in 


1 For a detailed exposition of the issues raised in this paragraph see my forthcoming article 
“* Middle East Oil: The International Distribution of Profits and Income Taxes,” Economica, 
August 1960. 

* A. G. Ford, “ Capital Exports and Growth for Argentina, 1880-1914," Economic JourNat, 
September 1958, pp. 589-93. J. Knapp, “‘ Capital Exports and Growth for Argentina: a Com- 
ment,”’ Economic Journa, September 1959, pp. 593-7. 

* By “ unnecessary borrowing ”’ I had in mind that portion of foreign borrowing which did 
not serve to, or was not used to, increase the productive capacity of the borrowing country. Mr. 
Knapp defines “* excess borrowings ”’ as “‘ imports of capital which arise otherwise than in connection 
with a need to finance such supplies of goods and services from abroad as are, in a given state of 
tastes, techniques and available resources, and of a given amount and composition of output and 
growth, both indispensable and unrequitable "’ and, alternatively, as borrowing which does not 
reflect a deficiency in actual or potential domestic saving in the borrowing country. 
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the former sense that I thought Argentine borrowings too large, especially 
between 1885 and 1890, and I should like to correct the impression I may 
have given that I thought that unnecessary borrowing was small in the 
Argentine in nineteenth-century conditions. Rather, I think that in the 
ten years preceding the Baring Crisis of 1890 unnecessary borrowing was on 
a considerable scale, whilst I am doubtful whether ‘‘ excess borrowing did, 
in fact, occur on a large scale in the Argentine during this period ” (Knapp, 
op. cit., p. 596). 

Accordingly, I should like to comment on Mr. Knapp’s use of J. H. 
Williams’ estimates of the Argentine balance of payments between 1881 and 
1900 and the conclusions which he draws from this material. He rightly 
draws attention to the rise in foreign debt-service charges between 1881 and 
1890, which absorbed 40% of total foreign borrowing in this period: not 
merely did they rise absolutely but also relatively to export proceeds, since 
output of exportables had not yet expanded, as the various projects had not 
matured, and since these debt-service charges had a large core of fixed- 
interest payments, payable immediately, while only a small proportion of 
borrowing was in the form of Ordinary shares (the rules of the game). 
These charges were swollen by the “ spendthrift ” type of borrowing under- 
taken by the national and provincial governments with the principal object 
of providing themselves with “hard currency” supplies to meet their 
increasing foreign debt-service payments, payable in gold and sterling.’ 
This short-term answer of borrowing abroad upon one pretext or another, 
which had dire longer-run consequences in a mounting burden of debt- 
service charges, would indeed have been unnecessary in a different political 
and social environment. Furthermore, unnecessary borrowing was swollen 
by speculative schemes and roguery, while certain unscrupulous issuing 
houses in Europe pushed Argentine issues not only on the lending public but 
also on Argentine borrowers! 

However, the impression given of the claim made on loan proceeds by 
“‘ apparent short-term capital export ”’ is, in my opinion, both exaggerated 
and misleading.* For, even if we assume J. H. Williams’ estimates of over- 
seas borrowing and the Argentine official trade figures reliable (the latter, 
as I shall show, were not), the “ apparent short-term capital export ” figure 
is very much of a “ catch-all” estimate. It includes Argentine tourist 
expenditure abroad, and immigrants’ remittances, both of which have been 
estimated at 5 million pesos each in the late 1880s,* and I do not believe this 
inclusion to be correct conceptually. The immigrants’ remittances (whether 

1 J. Knapp, op. cit., p. 596. 
* For a full treatinent of this episode with depreciated paper currency, see A. G. Ford, 


** Argentina and the Baring Crisis of 1890,”’ Oxford Economic Papers, 1956. 
® Mr. Knapp uses this apparent capital export as evidence of considerable “‘ excess borrowing "’ 
between 1881-90. 
4 J. H. Williams, Argentine International Trade under Inconvertible Paper Money, 1880-1900, pp. 


105-7. 
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those of the permament immigrants or of the temporary immigrants— 

who came from Italy and Spain to shift the harvests) could 
hardly have formed the sort of savings which could even potentially have 
been tapped. They were payments to keep the rest of the family going 
in Europe and would have all been spent in Argentina, had the rest 
of the family accompanied the remitter. If remittances had been for- 
bidden by decree, then I believe the migration would have been insig- 
nificant. If column (8) in Mr. Knapp’s table is reduced to cover these 
points by 10 million pesos a year, capital exports then form 14% of loans 
instead of 26%. Also included in this capital export figure are brokerage 
payments on the loans, the net repatriation of land mortgage bonds 
(cedulas) by European holders, the asset transfers of banks and railway 
companies as required for genuine local purposes and for speculative 
purposes. 

Argentine official estimates of import and export values in this period 
are somewhat unreliable, as volumes (particularly of imports) were valued 
at “‘ official” valuations which sometimes bore no resemblance to actual 
prices. If Argentine imports from the United Kingdom (c.i.f.) are com- 
pared with United Kingdom exports to Argentina (f.o.b.) (neglecting the 
timing differences) and an allowance of 15% is made to cover c.i.f./f.o.b. 
differences, the Argentine figures are of the right order of magnitude for 
1881-90, but overvalue imports by 15%, crudely, in 1891-1900. As the 
United Kingdom provided some 38% of Argentine imports in the 1890s, it 
is reasonable to assume that total imports also were overvalued by 15%, 
thus tending to reduce the figures for short-term capital import and increase 
the figures for short-term capital export by 14~15 million pesos a year on 
average in this decade. Adjustments, however, in the opposite direction 
of roughly similar magnitude should be made for tourist expenditure and 
immigrants’ remittances in 1891-1900. 

Export values, on the other hand, were overvalued in the 1880s on 
account of high nominal valuations applied to cereals, to the extent of 30 
million gold pesos in aggregate for the years 1884-90. However, the more 
nearly correct figure for export values in 1889 is 123 million gold pesos, not 
90 million as given by J. H. Williams, so that the former overvaluation is 
offset for the purposes of aggregative comparisons, but this provides a sad 
commentary on the reliability of the statistics. Fortunately, reliability 
improves after 1892. 

Accordingly, I suggest that it is dangerous to base too much on a com- 
posite residual derived from unreliable Argentine official trade statistics, 
and J. H. Williams’ estimates of overseas borrowing and interest charges— 
a residual, moreover, which includes immigrants’ remittances, tourist 
expenditure abroad, brokerage payments, the repatriation of cedulas, the 
activities of speculative syndicates, the holding abroad of funds previously 
borrowed, for example, by railway companies for the purchase of loco- 
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motives, which would not be required until track had been laid, besides the 
acquiring of external assets by Argentina.’ 

While I agree that it is an open question, statistically speaking, whether 
domestic savings were scanty or otherwise, I have the impression that they 
would have been insufficient to meet the large concentrated demands of 
railway building in this period. In this connection I-should like to stress 
that I do believe that Argentinians were very interested in railways—their 
effect on land values was most important (as, indeed, in parts of Britain)— 
but the supplying of capital was a very different matter. It came from 
Britain directly, and indirectly via public borrowings in the case of the 
state-owned lines. 

In conclusion, Mr. Knapp is correct in distinguishing between “ un- 
necessary’ and “‘ excess’’ borrowing, but somewhat exaggerates, on the 
basis of unreliable information and a “‘ catch-all’ concept, the importance 
of excess borrowings in Argentina, while I would like to stress the extent of 
unnecessary borrowings in the years before the Baring Crisis. 

A. G. Forp 
University of Leicester. 


ECONOMIC EFFICIENCY OF TAXATION: 
REJOINDER TO DR. PREST 


ALTHOUGH I am not sure that I have understood the last paragraph in 
Dr. Prest’s note, I agree that the “ economic efficiency ” of taxation is cer- 
tainly a “ misnomer.” Dr. Prest’s note proves this point beyond doubt. 
In spite of the quotation marks, the problematic nature of its importance 
and our arguments that inefficiencies of more “ efficient” taxes should be 
weighed against their advantages, it seems that the term has been understood 
as implying general economic superiority. Also, since borrowed from Kaldor, 
some readers might have been wrongly impressed that I necessarily take 
sides in the controversy about the expenditure tax. So, why not abandon the 
term, but not the problem, which is whether the comparative net expenditure- 
restraining (or deflationary) effects per unit of receipt of the various taxes 
should be considered legitimately one of the criteria for choosing among taxes. 
I believe that the problem should be answered independently of one’s own 
views as to the empirical differences, in this respect, between any two taxes. 

Truly, in my Journal of Political Economy article * I have discussed, and if 

1 Suppose a company holds newly borrowed funds in London in year one, and employs them 
in year four. This will increase “ short-term capital exports ” as computed by Mr. Knapp in year 
one, and in year four will reduce them, or even cause an increase in “‘ short-term capital imports.” 

Again, in the 1890s some interest payments recorded by J. H. Williams were never paid in cash 
but extra bonds, shares, were issued in lieu. This would reduce the “‘ apparent short-term import 
of capital.” 

“t * Deflationary Effects of Outlay and Income Taxes,” Journal of Political Economy, June 1959, 
pp. 266-74. 
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successfully, have cast some doubts, on three arguments that suggest that 
there is an important difference between the deflationary effects of outlay 
and income taxes, but not discussing other arguments should certainly not be 
taken as a token of support or adoption. Dr. Prest reproaches me for not 
raising some secondary effects of the substitution of an expenditure tax for 
an income tax, inclnding administrative problems. I have not discussed 
this problem at all, and had I discussed it, my conclusions on this issue would, 
probably, have been quite close to those of Dr. Prest. But this is not the 
issue that I chose to discuss. I am not sure at all that my treatment of 
“‘ my ” problem is satisfactory, but I cannot have doubts as to its importance. 
In some cases, say that of an estate tax and an income tax, the ‘‘ empirical ” 
difference between the taxes is obvious. 

On this problem Dr. Prest justifiably remarks that the benefits of a greater 
stock of privately held government securities, although important, have their 
counterpart in the disadvantages of a greater national debt. This does not 
apply, of course, to the case of credit creation by a central bank which was 
uppermost in my mind. My line of thought was as follows: the govern- 
ment finances all its expenditures by “‘ printing money ”’ and then collects as 
much taxes as needed to prevent inflation. In this case, of course, the less it 
collects, the higher the money balances left at the hands of the public. 
Since the same price level is assumed, the higher nominal money balances 
are also higher real money balances, so that ceteris paribus, the public should 
be better off. Wealth effects in future periods, inflationary as they might 
be, only reflect the increase in welfare. Naturally, often, if not always, 
there is no ceteris paribus, and I have attempted to clarify this at the end of 
my article. 

A. Morac 
The Hebrew University, 
Jerusalem. 
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In his article “ Is the ‘ Economic Efficiency ’ of Taxation Important? ” 
(Economic JourRNAL, March 1959) Mr. A. Morag discusses the relative 
advantages and disadvantages of indirect and direct taxes. He shows that 
from the point of view of the individual tax-payer, a tax levied on the con- 
sumption of a specific good may be preferable to a general income tax, 
provided that the object of each tax is to reduce the consumption of that 
good by a given amount, rather than to raise a given amount of revenue, as 
is usually assumed to be the Government’s aim when comparisons of this 
kind are being made. 

Mr. Morag then takes his argument a step further and compares the 
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effect of a general sales tax with an income tax. Now, general consumption 
is measured along the horizontal axis, and net saving (or dissaving) along 
the vertical axis. 

The Government wishes to reduce consumption from W-B to W—D. 
This can be achieved by imposing a general sales tax, in which event the 
equilibrium position is represented by point C, on indifference curve /,. 
Alternatively, an income tax can be imposed, which leads to equilibrium at 
point P, on indifference curve J;. 

The imposition of a sales tax, rather than an income tax, leaves con- 
sumers with additional money balances—cash and/or bonds—to the value 


w 





lee eee eee 








Consumption 


C-P. Moreover, the argument continues, “ the higher money balances. . . 
are also higher real balances, for—and that was the basic assumption—the 
two alternative taxes are economically equivalent so that the current price 
level must be the same in both cases.” In fact, the basic assumption was nothing 
of the kind. It was merely that each tax would cut demand to the same 
extent; the sales tax is able to do this by reducing the attractiveness of 
consumption relative to saving, i.¢., by raising the price level. On the 
other hand, the income tax (or the poll-tax as we must say to be consistent 
with the labelling of the diagram) leaves the price level undisturbed. 

While it is true that the fact that C lies on a higher indifference curve 
than P suggests that individuals ought to feel better off with the imposition 
of a sales tax than an income tax, the reactions of individuals may in practice 
be consistent with a feeling of being worse off. The additional comfort of 
the larger money balances may be of less account than the discomfort of 
higher prices. In other words, the trade unions may be more, rather than 
less, inclined to seek wage increases. 

F. Livesey 
King’s College, 
Aberdeen. 
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CURRENT TOPICS 


Tue Annual Meeting of the Royal Economic Society was held on 
Thursday July 7 at the London School of Economics. Professor J. R. Hicks 
was elected to the office of President in succession to Sir Robert Hall, who 
was elected a Vice-President. Professor R. C. Tress was elected to the 
Council. With these exceptions, the Council and Officers were elected 
without change for 1960-61. 


Tue Annual Meeting considered and approved the proposals of the 
Council to raise the Annual Subscription of the Society to 50s. and to make 
corresponding changes in the rates of Life Subscription and of other sub- 
scriptions. It was agreed that these increases should take effect from July 7. 


Tue Secretary reported on the membership and finances as follows: 











1959. 1958. 1939. | 1914. 

New Fellows and Library Members elected. ‘ ‘ 492 407 490 50 

Fellows lost by death, , or default . 327 300 496 33 

Number of F and Li Members on December 31 | 6444 6279 4572 694 

ahaa pono eras Amma total . 1789 1769 1155 bo 
Surplus of Expenditure over Income. ‘ ‘ - | £790 56 38 _ 














Arter the formal business the Rt. Hon. Reginald Maudling, President 
of the Board of Trade, and Mr. Alan Day opened a Discussion on “‘ Problems 
of European Trade and Relations.” 





WE record with gratitude a grant of £2,460 from the Rockefeller Founda- 
tion to make possible the series of six surveys of recent developments of 
economic theory, of which the first appeared in the June issue of the Econo- 
mic JouRNAL. This series owed very much to the initiative and encourage- 
ment of the late Professor Norman Buchanan, formerly Director for the 
Social Sciences at the Foundation. Arrangements are being made for the 
joint publication both of the Royal Economic Society series and of that which 
is being simultaneously produced by the American Economic Association 
when the two series are complete. 


Tue Trustees of the Houblon-Norman Fund, on the recommendation of 
their Advisory Committee, have made the following awards of research grants 
for 1960/61: 
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Mr. Thomas Balogh, Fellow of Balliol College, Studies in Financial Organisation. 
Oxford. 

Mr. Maxwell Gaskin, Lecturer, Department of | Methods of Short-term Finance of British Over- 
Political Economy, University of Glasgow. seas Trade. 

Mr. B. W. Hill, Research student, King’s The Administration of Robert Harley as 
College, Cambridge. Chancellor of the Exchequer and Lord High 

Treasurer of Great Britain. 

Mr. E. J. Homeshaw, Lecturer in Liberal The Development of Borough Government in 
Studies, Walsall & Staffordshire Technical South Staffordshire with particular reference 
College. to Walsall in the period 1836-1935. 

Dr. D. S. Lees, Lecturer in Economics, Univer- The economics of health services in the United 
sity College of North Staffordshire. Kingdom. 





An offer of awards for 1961/62 will be made in due course. Further 
information may be obtained from the Secretary, Houblon-Norman Fund, 
c/o Bank of England, London, E.C.2. 





Tue following have been admitted to Life Fellowship of the Society: 


Arnold, H. C. F. Mavinkurve, G. S. Sayana, Dr. V. V. 
Caralopoulos, N. Mehta, D. D. Sen-Gupta, N. M. 
Dalisay, Dr. A. Mueller, P. H. Thweatt, W. O. 
Griffiths, B. L. Pickering, M. A. Watts, Miss N. G. M. 





Tue following have been admitted to Fellowship of the Society: 
Adler, Mrs. D. R. Creet, H. Hill, N. 
Afonja, S. Das, Prof. M. Hillidge, J. E. 


Aldred, S. W. Davison, J. P. Hooley, R. W. 
Andersen, N. R. Dennis, H. C. Hudson, H. 
Ando, A. De Silva, D. Hughes, Dr. H. 
Archer, R. W. Diss, N. E. Ikimi, I. O. 
Arora, V. M. Donnelley, T. J. Indraratna, A. D. V. de 
Austin, D. V. Du Moulin, H. S. 

Barrell, D. W. F. Dunn, C. B. Ingram, J. W. 
Barucci, Dr. P. Durham, V. F. Jain, R. C. 
Bassey, J. H. Egerer, G. V. Jalaluddin, M. 
Bentley, M. J. Eka-Eteh, M. J. Jana, P. C. 
Bhanot, J. Farnsworth, T. A. Kane, J. G. 
Birch, D. K. Fisher, T. W. Kazushi, Prof. O. 
Boyce, R. F. Frobisher-Alltoft, J. A. Keene, T. P. 
Bray, Prof. J. O. Gaitonde, M. Y. Klvac, G. 
Brown, J. M. George, K. D. Lakhotia, R. N. 
Bruton, C. F. Gitlow, Prof. A. L. Lane, P. J. T. 
Buchanan, D. M. Glascow, R. E. Lee, D. 
Burgess, R. S. Groenewegen, P. D. Leslie, A. N. 
Cook, P. C. Gulati, S. R. Lloyds, R. E. 
Corden, Dr. W. M. Hancock, Dr. K. MacBean, A. I. 
Couzier, R. Hester, D. D. MacCallum, A. 
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McKenzie, R. E. Ocadiz, J. Seshan, M. I. 
McParish, R. Onuoha, O. A. Smith, S. M. 
McQuaid, MissG. A. Opoku-Achampong, Steele, R. I. 
Mallyon, C. A. J. W. Stevens, Capt. B. B. 
Marks, A. A. Overbury, A. L. Stott, J. R. | 
Mathur, H. M. Parekh, S. B. Tai Lan Sun | 
Meguid, Dr. A. F. A. Patterson, H. Tausig, A. C. i} 
Mensah, T. K. Paukert, F. Throsby, C. D. | 
Molhuysen, P. C. Pons, D. M. Tolfree, W. R. i 
Moore, R. J. Powell, A. A. Vassiliou, Dr. G. V. 1 
Morris, Dr. V. P. Prasad, S. Vidor, E. H. i 
Morton, R. F. H. Prithvinath, K. G. Wallace, R. H. | 
Muojeke, R. N. Raymond, J. G. Weinstock, Dr. U. i 
Nascimento, V. C. de Reddi, O. S. R. Wijarawardana, 1 
A. Rees, H. K. H. P. 1 
Nath, P. Ross, L. C. Wilde, B. | 
Naz, A. Hameed Sacks, I. Williams, J. R. i 
Newman, C. A. Salmon, M. J. Winhall, B. D. H 
Nicholls, G. F. Sassella, G. Wong, Prof. Po-Shang i 


O’Brien, H. E. Saunders, Miss J. L. i 





Tue following have been admitted to Library Membership of the Society: i} 
Ball State Teachers College, Muncie, Indiana, U.S.A. i} 
Boekhandel Kirchner, Amsterdam C., Netherlands. 

California State Polytechnic College, Pomona, California, U.S.A. 
Centre de Recherches Economiques Appliquées, Paris, France. 
College of Commerce, West Virginia University, Morgantown, West | 

Virginia, U.S.A. | 
Columbus Memorial Library, Pan American Union, Washington D.C., | 

U.S.A. if 
Dept. of Economics, Stanford University, Stanford, California, U.S.A. 
Dept. of Statistics, Federation of Malaya, Kuala Lumpur, Malaya. 

Fundo de Fomento de Exportacao, Lisbon, Portugal. 

Gettysburg College, Gettysburg, Pennsylvania, U.S.A. if 

Ministry of Agriculture, Cairo, Egypt. i} 

Ministry of Aviation, London. | 

National War College, Yan Ming Shan, Taiwan, Rep. China. \ 

South Dakota State College, Brookings, South Dakota, U.S.A. 

Stanford Research Institute, Menlo Park, California, U.S.A. 

Stonehill College, North Easton, Mass., U.S.A. 

University of Akron, Akron, Ohio, U.S.A. 

Utica College of Syracuse University, Utica, N.Y., U.S.A. 

Villanova University Library, Villanova, Pennsylvania, U.S.A. 

Xavier College, Kew, Victoria, Australia. 
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Oxford Economic Papers 
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The Teaching of Elementary Mathematics to University Students of Economics: R. S. G. RutuHer- 
FORD. 

The South African Journal of Economics 

Vow. 28, No. 1, Marcu 1960. The National Income and Expenditure of South-West Africa, 
1920-1956: D. C. Kroon. Banking and Finance in the Sudan: A. F. Brimmer. Die 
ekonomiese belangrikheid van trekarbeid vir Be tektoraat: D. P. Erasmus. The 
pee Index of Economic Activity: E, Osporn. Tariff Protection, Industrialization and the 

Balance of Payments, with S; Reference to the Union of South Africa: G. Marats. 


Finance and Trade Review (Volkskas Ltd.) 


Vor. IV, No. 1, Marcu 1960. Changes in the Union’s Merchandise Exports, 1938-1958: 
F. F, Wovxit. The South African Manufacturing Industry and an Increase in the Price of Gold: 
M. VAN DEN Berc. Some Issues in Regard to the Development of Under-developed Countries, with 
Special Reference to the Role of the Union in the Development of Africa: S. P. Du Torr Vujorn. 

The Canadian Journal of Economics and Political Science 

Vor. 26, No. 2, May 1960. Meinecke, Morality, and Foreign Policy: R.W.Sreruiwnc. The 
Changing Pattern of Indonesia’s Representative Government: J. M. VAN DER Kroeger. British 
Steel: A Ui Record of Public Regulation: H. E. ENoLisn. The Estimation of Shipping 
Barings in Hasta Sais of he Blanc of Payments : D. Norru and A. Heston. inter- 
establishment Dispersion of Occupational Wi J Rates, Ontario and Quebec, 1957: S. W. Osrry. 
Federal—Provincial Voting Patterns in C : H. A. Scarrow. Local Autonomy and Central 
Administrative Control in Saskatchewan: D. V. Suxcey. 
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The Indian Economic Review 


Vou. IV, No. 3, Fesruary 1959. of Wage-oriented Monetary ASCHHEIM. 
An Elementary Agricultural Hoa“ rekon” dal aes aes 
Se ee : ©. Giideucnen’” Aiaaiy day wal datink 


Expansion: 


Tata Quarterly 
Vor. XV, No. 1, January 1960. The Role of Agriculture in Indian Economie Development—A 
Point of View. oe 


Vout. III, No. 1, Novemser 1959 Arthur Cecil Pigou: Buasatrosu Darra. A Note on 
Multi-sector Growth Models: Amsica Guosu. ison Adjating Frisch's Tronsacton Mtr: 
BaupHAYAN CHatrerjez and Asox Sen. A Note on Adjusting Frisch's Transaction Matrix: 
S. Krisuna Moortny. Input—Output sis, National Income Accounting and : 
Ajrt K. Biswas. The Marginal Efficiency of , the Rate of Interest and Investment: R. 
Sresincer. A Note on Selling Cost: Muar Kant Raksuir. 

Population Review 

Vot. 4, No. 1, January 1960. Utopia by Sterilization: H. L. Mencxen. Cultural Factors in 
Economic D: : R. E. Svesincer. Colarrel Sepals of Sales aan See 
J. VAN DER Kroer. " A Note on Demographic Statistics in India: S. CHanp’ 


Pakistan Economic Journal 
Vor. X, No. 1, Marcu 1960. Population and D : Joan Rosmson. The Problem of 
Distribution: Amartya Kumar SEN. Economic Theory of Customs Union: 
H. G. Jounson. Models and Development Planning: Nurut Isiam. 
The ee sores Economist 
Vox. 1, No. 1, Ocroser 1959. hee apf oe 4 G. M. Meter. 


The Social Setting of Growth: 1A coma 3 om axation Insights: R. W. LinpHoLo. 
Capital Accumulation and Economic Growth: S. ry 
The Malayan Economic Review 
Vou. V, No. 1, Aprit 1960. Gross” and” Net” Concepts of Capital Formation: K. R. Cuov. 
An Introduction to ect 3 : T.R. McHare. A ig of the 1953 Inter- 
nat Political and Economic on Malaya: U. A. 
of Singapore, 1957: Saw Swee Hock 
and R. Ma. The Chend dae oat ‘Divergent Approaches: F. F, CLAIRMONTE. 
Some Non-economic Factors in the Economic Development of Underdeveloped Countries—the Viet- 
namese Experience: Ton Tuat Tuien. 
The East African Economics Review 
Vot. 6, No. 2, Decemper 1959. Still More Odds and Ends: Sm Ernest Vasey. 
posed European Free Trade Association: T. M. Loupon. Tha Conn Indy of Bast 4 
mgs 


J. D. Nywart. An Economic Appraisal of Kenya’s Maize Control: 
A. A. Hatier. Relationship between Pi oo Pountiel Arable Lend tthe 


Rgoinder: 
African Reserves and the European Highlands: B. R. Daviwson and R. J. Yates. 
The National and Grindlays Review 
Vor. 6, No. 2, Apri 1960. Benefits of Sterling Area Membership. Dividing the Indus Basin 
Waters. 
Vor. 9, No. 1, Marcn 1960 de gg tmerdocie ars wd 


tage ich thermnine C. JAYAWARDENA. Howell end Fay nth Carden N. L. 
So.en. Economic Development: A New Strategy: 
Vor. 9, No. 2, Jum 1960. "”, Notional dscns Deady of the Beonsiny of Barbados: j. Berner. 
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Journal of the Statistical and Social Inquiry Society of Ireland 

Vou. XX, Part II, 1958-9. The Growth and Aging of Population: L.C. Mutuican. Invest- 
ment in Northern Ireland: R. Bert. State Debt Bacance Sheets: M. O’Remry. Changes and 
Trends in our Educational System since 1922: T. O. Raweartaicu. The Universities and 
rEg owe ay J. W. Garmany. Some Provincial Variations in Irish Agriculture: 
. J. ee oe 0 ere oe See D. L. ARMsTRoNs. 
Sate oe ee me wcll ey R. Roserts. Symposium on Economic Development. 
Estimates of the Gross Domestic Product of Northern Ireland, 1950-56. 


The Irish Banking Review 

Decemser 1959. sennpes of Se Ret Commitee. The Irish Air Lines. Impressions of 
the Irish Economy: R. M. Havens. 

Marcu 1960. What Sort of Budget? The Irish Tourist Industry. Prospects for the 1960s: 
C, F, Carrer. 

International Labour Review 

Vor. LXXXI, No. 5, May 1960. Employment Fluctuations, Productivity and Cost-inflation in 
Manufacturing Industry: H. A. Turner. Dismissal Procedures: A Comparative Study. The 
Work of the General Federation of Labour in Israel: A. Becxer. The Evolution of State Pension 
Schemes in Great Britain. 

Vout. LXXXI, No. 6, June 1960. The United States National Labour Relations Board: J. E. 
SHANKLIN. Labour urnover— Meaning and Measurement. 

Vou. LXXXII, No. 1, Jury 1960. Sharing the Benefits of Productivity. The Influence of 
International Labour Conventions on Nigerian Labour Legislation. The Comparison of Industrial 
and Agricultural Earnings: H. KGrrer. 

International Financial Statistics 

Vor. XIII, No. 4, Apri 1960. New pages and notes for Sudan. Revised money and 

ing statistics for Greece. Usual statistical material. 

Vou. XIII, No. 5, May 1960. Revised International Table on Interest Rates. Usual 
statistical material. 

Vor. XIII, No. 6, June 1960. Daily Exchange Rates. International Finance Corporation. 
Usual statistical material. 


International Monetary Fund Staff Papers 
Vou. VII, No. 3, Aprit 1960. The Role of the International Monetary Fund in Promoting Price 
Stability: W. R. Garpner. The Integration of Sector Finance and National Income Accounts: 
P. Host-Mapsen. Monetary Analysis of Income and Imports and its Statistical Application: 
J.J. Potax and L. Borssonngautt. Russian Gold and the Ruble: O. L. Avtman. Canada’s 
Foreign Exchange Market: A Quarterly Model: R. R. RuomBerc. 


International Social Science Journal 
Vor. XII, No. 2, 1960. The Social Sciences and Peaceful Co-operation. 
Econometrica 

Vot. 28, No. 2, Apri 1960. ee ee ee eee oe oar OS ey 
fifth Birthday. Ragnar Frisch and the Founding of the Econometric Society: A. J. Cow ss. 
The Work of Ragnar Frisch, Econometrician: K.J. ARRow. The Foundations of Utility: Jj. S. 
Curpman. Mathematical Proofs of the Breakdown of Capitalism: N. Grorcescu-Rogcen. 
Additive Preferences: H.S. HourHAKKER. Rules of Thumb for the Expansion of Industries in a 
Process of Economic Growth: L. Jouansen. Some Theoretical Issues in the Measurement of 
Capacity: L. R. Kiem. Stationary Ordinal Utility and Impatience: T.C. Koopmans. The 
Output—Investment Ratio and Input-Output Analysis: O. Lance. A Method of Fractile 
Graphical Analysis: P. C. Manatanosis. Economic Expansion and the Interest Rate in 


Generalized von Neumann Models: M. Morisuma. A Short Note on the Transmission of 
oe gre menage wea P. N. RasMUussEN. Mena eine meting yp a 


The Derobility of Conners’ Goods: R. Stone and D. A. Rows. 
vs. Nonrecursive Systems: R.H. Srrorz and H. O. A. Wop; nt ae egy Mae 
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: R. H. Srrorz; 


Error 4 Gonos f Sere, Cle Ate _H. O. A. Wowp. Best 
Linear Index 


tmbers of Prices and 


Numbers 
Maximization over Time: J. Tunsercen. 
TINTNER. 


Revue de [ Institut International de Statistique 
Vot. 27, No. 1-3, 1959. The Inter-American Statistical Institute at age nineteen: S. A. Rice. 
L’adjustement des résultats des sondages sur ceux des dénombrements: Ay, tensaray 


Public Finance 


Vor. XIV, No. 3-4, 1959. le ee oS ee ee P. 
I . Purnucneary. Taxation in South Viet- 

Export 1948-52: C. E. Statey. The Counter- 

choise of Putts enemas tn tho United Ringdieh Stace the Wer: S. Prease. Fiscal 

Policy in an Expecting Besson: A Case Study of Pakistan: A. M. Hug. Indirect and Direct 
Taxation in an Export Economy: A Case Study of the Republic of the Sudan: Z. M. Kusrnsxt. 


Kyklos 
Vor. XIII, No. 2, 1960. An International Economic Code: A Suggestion: J. H. G. Prerson. 
Economic Nati and Public Administration: K. W. Kapp. Farm 


etical Schema: A Comment: G. Rants. 

Vor. XIII, No. 3, 1960. JInstitutionalism and American Economic Theory: A Case of 
Interpenetration: F.K. Mann. La Yi et le communisme: L. Baupin. The Liquidity 
Theory of Money: G. Scrapers. Urbanization in India: B. F. Hoserrrz. Some Reflec- 
tions on Change: C. Zeveznix. Analysis of Class Consciousness: F. Zweic. Cyclical 
Growth under Collectivism: A Note on Mr. Nove's Observations: J. H.G. Ortvera. Oligopoly 
and Game Theory: S. WEINTRAUB. 

Vot. L, No. 2, May 1960. Papers and Proceedings of the Seventy-second Annual Meeting 
of the American Economic Association. 

Vor. L, No. wong ete An Index of Soviet Industrial : N. M. Kaptan and R. H. 

Returns gional Growth: 


| European Integration: 
the Rhodesias: S. ENxe. A Model of Price Flexibility: 
J. V. YAnce. The Allocation of Joint Costs: A. A, WALTERS. 


The Annals of the American Academy of Political and Social Science 
Vor. 329, May 1960. International Co-operation for Social Welfare—A New Reality. 


The Quarterly Journal of Economics 

Vor. LXXIV, No. 2, May 1960. Soviet Inflationary Pressures, 1928-1957: Causes and Cures: 
F. D. HoLzMan. Productivity, Real Wages and Economic Growth: A. Smrrnmes. The 
Stability of Growth Equilibrium: F. H. Haun. The Monetary Dynamics of International 
Adjustment under Fixed and Flexible Exchange Rates: R. A. Munvewt. Credit and Credit 
Rationing: D. R. Hopoman. Optimal Water Allocation: The North Platte River: G. S. 
Totuey and V. S. Hastincs. Pattern Bargaining: Lin eed aaa ae 
H. M. Levinson. Keynes and the Classics: A Dynamic Perspective: R. CLower. 


The Journal of Political Economy 

Vor. LXVIII, No. 2, Aprit 1960. The Specie Circular and Distribution of the Surplus: R. H. 
TIMBERLAKE. The Second Bank of the United States and the the War of 1812: 
L. M. Scuur. Industrial-Urban Development and Adjustments, Tennessee Valley 
and Piedmont, 1939-54: W.H. NicHoxts. Bid Prices: V. A. Munn. 

Vou. LXVIIL, No. 3, June 1960. Random Variations and Sampling Models i: 
Economics: R. A. Levine and R. B. Ramey. Ce dee en Coke 
way Project: D. E. Curren. Economic Planning in the Netherlands, France and Italy: §. 
WELLBz. 
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The Review of Economics and Statistics 

Vou. XLII, No. 2, May 1960. Another View of Cost-push and pull I 
Macutup. The Illusion of Wage Lang ond Sort Ces n Weg and fad tae Cine, 
C. D. Lonc. The Terms Broadened Analysis: H. MEnveERs- 
Hausen. Labor's Share «Wear Party": 1 Di tence The Gains to India from 
Population Control: Some Money Measures ‘and Incentive Schemes: S. ENxn. Capital 
Formation and Technological Change in United States Manufacturing: B. F. Massert. The 
Distribution of Ability and Earnings: T. Mayer. The Demand for Refrigerators: A Statistical 
Study: H.L. Mutter. Some Aspects of Inventory Cycles: SHozasuro Fuyiwvo. Expectations 
and the Regression Fallacy in Estimating Cost Functions: A. A. WALTERS. 


Industrial and Labor Relations Review 
Vou. 13, No. 4, Jury 1960. A Theory of Conflict and Power in Union—Management Relations: 
R. Dustin. asts in Labor Market Behavior in Northern Europe and the United States: G. L. 
Pater. Social Services and Public Expenditure in Sweden: Recent Developments and Problems: 
P. Hemic. The Diesel Firemen Issue on the Railroads: M. A. Horowrrz. Computer Auto- 
mation, Work Environment, and Employee Satisfaction: A Case Study: E. Harpin. The 
Grievance Process in the Philadelphia Public Service: H. F. Bencer. Health Insurance: Are 
and Quality Controls Ni ?: A. R. Somers and H. M. Somers. Jn Defense of 
Legalism in Arbitration: P. H. Tostas. 


The Southern Economic Journal 

I, No. 4, Apriz 1960, Notes on the Founding of the Southern Economic Association: 
INAVELY. Monetary—Fiscal Policy and the Growth Objective: J. R. ScHLESINGER. 
Department of Labor Studies of Minimum Wage Effects: G. Macesicu and C. T. 
‘ART. Institutional and Structural C. eee Oe eeeen oe Selatan: E. R. 

Scuiesincer. A Reformulation of Naive Theory: M. BRoNFENBRENNER. 

Review of Social Economy 
Vor. XVIII, No. 1, Marcu 1960. Right-to-work Laws and the Common Good: J. L. Toner. 
Right-to-work Laws and the Freedom of Collective Bargaining: J. A. Hart. Mill on Freedom 
and Voluntary Association: A. L. Harris: Comment: F. J. Brown. Right-to-work Laws 
and the Freedom of the Employer: G. R. Donanve. Right-to-work Laws and the Freedom of 
the Union: L. C. Brown. Compulsory Unionism: G. A. Briers. 


The Journal of Economic History 
Vor. XX, No. 2, June 1960. The British Credit Crisis of 1772 and the American Colonies: 
R. B. SHerman. The World Metropolis and the nei of American Agriculture: J. T. 
ScHLEBECKER. The Origins of Engineering in Lancashire: A. E. Musson and E. Rostnson. 
The Conquering Balkan Orthodox Merchant: T. STOLANOVICH. 


The Journal of Accountancy 
Vor. 109, No. 4, Apri 1960. Management Services: A Local Firm Approach: G. S. Outve. 
Special Problems of Bank Audits: S.E.Sumx. Municipal Budgets: R.H.Wurre. Humaniz- 
ing Relations: R.W.Rucotes. Electromechanical Production Control: V.T. DONNELLY. 
. 109, No. 5, May 1960. The Accountant's Role in the FBI: J. E. Hoover. The Changing 
of Liabilities: M. Moonrrz. Operations Research—A Challenge to Accounting: R. M. 


TRUEBLOOD. 
Vor. 109, No. 6, June 1960. Reforming the Federal Tax System: R. C. Harrincton. 


Revue d’ Economie Politique 
Vor. 70, No. 2, Marcu—Aprim 1960. Un maitre de Véconomie rurale: Pierre Fromont: F. 
¥ f Politique 
7 conjoncture: J. Mentinc. Le mécanisme du multi- 
pct dhe es merited Langu rama VIE se: M. Lepuc. 

Vor. 70, No. 3, May-June 1960, Les modéles macroéconomiques de la répartition du revenu 
national de K. . E. Boulding: J. Marcuar. L’analyse de la répartition du revenu national de N. 
Kaldor: M. Fause. Note sur une étude de Mrs. Joan Robinson a propos de la théorie de la 
répartition: L. Devaup and L. Sorart. Quelques modéles macroéconomiques de la répartition du 
revenu national, contributions allemandes 1930-1960: H. J. Jaxscu. Note complémentaire sur 

modéle de répartition du revenu national proposé par Nic Kaldor: J. MarcHar. Quelques 
en marge des théories de ’épargne, de ’intérét et des investissements: G. H. Bousquet. 








Rewus de Scimes Financitre 


Vor. Lil, No. 2, Apan-Joms 1960. vi des 
: T. Kevuer. eos ages probleme 


tion récente des idées sus le 
prévisions: M. Sex ant. Le premier Colloque universitaire de dieographie: P. 


Consommation 


No. 1, Jawuary—Marcu 1960. Développement économique et équipements urbains: G. Rorrmr. 
L’appareil commercial frangais: C. Quin. 
Bulletin de L’ Institut de Recherches Economiques et Sociales 
So No. 3, May 1960. Le diagnostic de la conjoncture économique de la Belgique: P. A. 
Vot. XXVI, No. 4, Jons 1960. La Belgique en 1959: gy eee eg py enemy 


Vanpamue, H. VatscHarerrs, R. Denem, R. Tomsoy, A. Micnaux, G. 
Baupuum, F. Herman and H. Leciercg. 


Annales de Sciences Economiques Appliguées 

Vow. 18, No. 2, May 1960. end Seen es Automation et 
intégration du travail administratif: A. Quelques sur P institution des commis- 
saires-reviseurs: M, GosLet. ple ge Pn De Cosrer. Loi a intéret simple 
et loi a intéret composé, selon le mode habituel: A. Beumrer. La situation économique de U Algérie, 
avril 1957 4 mai 1959: HH: V. Rovugquet La Garrigur. Le capital fixe et le capital circulant 
chez Karl Marx: J. Amant. 

No. 279.—VOL. LXx. uu 
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Revue de L’ Institut de Sociologie 
i 1960. oe : E. Buvasens. ison NS OE PE Te F. CHoMBART 
7 de terres pour Africaines au Kenya: L.P. Considérations sur 


i ig Lap a, Som sins tC Snorer gia ara 
Cahiers Economiques du Service d’ Etudes 
So es eee Luxembourg: résultats de V'enquéte annuelle sur la pro- 
Die Weltwirtschaft 
No. 1, 1960. Weltwirtschafilicher iiberblick. Lénderberichte. Marktberichte. 
Schmollers Jahrbuch 


Vor. 80, No. 3, 1960. Das Bild vom Menschen in der Wissenschaft unserer Zeit: Eine soziologische 
Betrachtung: To cece ean 7 7s oo NN R. von Uncrern-STernserc. 


Jahrbiicher fiir Nationalékonomie und Statistik 
Vor. 172, No. 2, Aprm 1960. Die Nachfrage nach Geld: F. A. Lutz. John Law und die 
Aristokratie wahrend der Regentschaft: - VAN KLAVEREN. 


pg me og Wi gad ataaiieetot: W. P. Eouz. 
Die Preisfithrer Versuch einer umfassenden Darstellung: Hi. 
Zeitschrift fiir die Gesamte Staatswissenschaft 


Vor. 116, No. 2, 1960. 0 RL Oe AN I E. Fossati. Monopol 
und Werbung: H. J. Voscerav. meanness Liseee gi. arom R. Secten. Griechenlands 
Wiederaufbau und Stellung in der Weltwirtschaft: D. De.tvanis. Wissenschafiliche Begriffs- 
bildung im Bereich des dezentralen Gewerbes: W. Werner. Werttheoretische Studien: W.SAvER. 
Marktform und Verhaltensweise: A. Kruse. Lineare Beziehungen in der skonomischen Theorie: 
E. von BOvEnTER. 

Wirtschaft und Statistik 

Vot. 12, No. 3, Marcu 1960. Das Volkseinkommen und Sozialprodukt 1950 bis 1959: K. H. 
Raase and I. Kieemann. Die Haushalte nach der Grisse, Merkmalen des Haushaltsvorstands, 
Kinderzahl und Zahl der Einkommensbezieher: H. ScHUBNELL. Erwerbstatigkeit und Kranken- 
versicherungsschutz: L. HERBERGER. 

Vor. 12, No. 4, Aprit. 1960. Das Produktionsergebnis je Beschaftigten, je Arbeiter und je Arbeiter- 
stunde in der Industrie im Jahr 1959: W.ROv1cER. Preise im Beherber rgungs- und Gaststdttenge- 
werbe: 1. Hater. Der Verbrauch in Arbeitnehmerhaushalten im Jahr 1959: M. ENGLEMANN. 

Vou. 12, No. 5, May 1960. Der Vi des Volkseinkommens 1950 bis 1959: K. H. 
Raabe and G. Hamer. Berechnung einer ee ae H. van RANDEN- 

der Landwirtschaftszahlung 1960: M. RAvTERBERG. 

Vou: "2, Ne 6, 6, June 1960. Das Kontensystem fiir die Volkswirtschafilichen Gesamtrechnungen der 
Bundesrepublik Deutschland: H. Bartets. 


Vierteljahrshefte zur Wintschefirforsciang 
No. 1, 1960. Uber den igen Stand der Vi in den 
Mitgliedstaaten der EWG und die Miglichkeit einer kurzfristigen Fortrechnung: H. ScHIMMLEr. 
Zur der Brutto- Investitionen und des Brutto-Anlagevermigens der westdeutschen 


Entwicklung 
Industrie bis 1958/59 und 1969/70: R.Kruncer. Notenbankpolitik und Kapitalzinsentwicklung 
in Westdeutschland: R. Pout. 

No. 2, 1960. Fiir Ferdinand Grinig: F. Frmepenssurc and K. D. Arnpor. Zur konjunk- 
turellen Situation: Internationaler Uberblick: M. Tescuner. Westdeutschland: D. Hiss. 
Zur Entwicklung des Energieverbrauchs in der Grundstoff- und Produktions-gilterindustrien der 
on grant Sanwa “foo seni erences ane petioles conta 

i Automobilindustrie: 


Wirtschaftsdienst (German text, English digest) 
Vor. 40, No. 4, Apri 1960. one ee ee eee The 
Trend of the Development of Transportation in Europe: A. Frisco. The Impact of Aviation 





haar eenenes mamma 
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aos 2 lant aa K. H. Guerrsmann. The German Scandinavian Air- 


Von. yey as ae the Federal German Railways. The UN 

Conference on. the Law the Sea gg mally _ yee Development of World 

Sot Zant Cds peor wh en ete 

Vo. 40, No. 6, June 1960. eee Steen fe he Son ee 
Commer. 


an theses mcr, Conan. Thy Pang Ti of Hon di = 


Jahvbuch fir Sozialwissenschaft 
Vox. 10, No. 3, 1959. starmers Clodaraty alc” Mad be 


PAPALEKAS. faa at nigh Modell bei 
ana, aman tee f csaeg ynobadage mys 


De Economist 
No. 3-4, Marcu-Aprut 1960. np ye = ay ag fee! L. VAN DER Zapp. 
. bij de 
ndemainnahied Si Saatian ond th. Creole 


Poe Brracmsnrte ones ace a wt tr sper cheater tame fa 
, en alternatieve kosten: S. KLBERE- 


Vor. 15, No, 1-2, Marcu-—Junz 1960. EWG und EFTA in schweizerischer Sicht: A 
Symposium. 

Schuvsizorische Zeitschrift fir Volknwirtechaft und Statistik 
Vor. 96, No. 2, June, 1960. Kurzfristige und der Einkommensver- 
teilung: A. Stosse. Economic i ition: A. Nicoxs. 


- Das Bevilkerungsproblem 


Vor. XXXIII, No. 5, iia, (See: serene Li w Qantas Die Preisbildung im 
Einzelhandel. im Handel. Motorisierung und Strassen- 
Vor. XXXII, No. 6, June 1960. Die dsterreichische Konjunktur im Frithjahr 1960. 
Ekonomisk Tidskrift (Swedish text) 


Vor. LXII, No. 1, Marcu 1960. Erik Lindahl—in Commemoration: B. Ovum. 
Lindahl: R. Turvey. Comments 
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Skandinaviska Banken Quarterly Review 

Vow. 41, No. 2, Aran. 1960. fiom Somad tas OS Saree Senay Wee Bele E. 

LUNDBERG. Swedish Aid to Under-developed Countries: J. Nonpenson and B. Tuomé. 


om oO. The Industrial Council 
Fabon rented pe wipe horn gs gael ‘Byoncx. Sor 


Statsokonomisk Tidsshrift 


 Broross. ‘Metoder ‘av forbruksdata: A, 
Vor. 74, No. 2, June | guar Frcs mas evo ong: K. Arrow. 
Okonomisk utvikiing i Italia og den europeishe ahonomiske integrasjon: G 


Nationalekonomisk 
Vor. 98, No. 1-2, 1960. Att forutse framtiden: G. Ceverwau. Beragning of befolining- 


tarer til en vaekstmodel Sormer i lonfastsaettelsen: 
ob tne. 
Vou. 33, No. 2-3, a International omsastning af landbrugsprodukter: A. P. JACOBSEN. 
i Europa: H. V. Bovow. nedpuntio | USSR.’ akonaiicke edvik: 


ling i de sidste Gr: K. E. Svenpsen. 
Vo. 33, No. 4, 1959. sos pete ty ema om big d iigeamaamaataea E. 
JonGENsEN. eyes ming skonomisk tilbagestdende lande: N. Usstn 
Vox. 34, No. 1, 1 Ghana: C. G, Ferceers. Nye republikker i fransk Afrika: C. Geuerr. 
British Ostafrika: O. K. Pspersen, 


Ekonomiska Samfundets Tidskrift 

Vou. 13, No. 1, 1960. Néringslivets konjunkturoch sdsongvariationer Mercators index: G. 
Micxwrrz. Penningvdrde, sysselsditining och ekonomsk tillvdxt: C. E. KNoxLiiInoEr. 

oye oe och arbetare?: K. Saramo, 

Va. 13, 2, 1960, V. Taliqvist: H. E. Prrrmo. Vért lands valutainkomster och den 
internationella turismen: T. August. Koncentration inom ylleindustrin: R. Hennszera Om 
proscar os tebe wn at wth mg eng H. Bernprson. Fackforeningsrérelsen, 

pr joe Relate wr is Ab L. Krustus-AHRENBERG, 


Liiketaloudellinen Aikakauskirja (Finnish text, English summaries) 

Vou. 8, No. 4, 1959. Changing Modes of Inflation: B. Suvmanra. Economics and Mathe- 
matics: P. PévHONEN. 

Vor. 9, No. 1, 1960. ihe Pring Dube of te Pen: B. Foo. The Main Features of the 
Economic Process in the Light of Flow Diagrams: F VArvio. oe wom de wera herd 
Finnish Economy: T. Putxxnoven. On Budgeting in Business Enterprises: I, Lamerv 

Giornale degli Economisti ¢ Annali di Economia 

Vo. XVIII, No. 11-12, Novemezr—Decemser 1959. La stabilizzazione dei redditi ¢ dei 

ng in agricoltura: G. Demaria. Il bilancio dello Stato dal 1931-32 al 1957-58: F. A. 
ACI. 


fs Pole pr oni Se mo 5: aver Rea: Gam on 
pi yoni pmma fe Science économique 
sulle x sg voodl - Mortara. Ii posto di L. A. Muratori nella storia delle dottrine 


Italia: af webnan 
Banca Nazionale del Lavoro Quarterly Review 


No. 52, Marcu 1960. The Control of Liquidity in Italy: A. Gamsino. er gpeel Peg 
Economie : P. Barri. of Economic Growth and Stagnation, with Particular 
> ake oem N. T. Wane. Recent Italian Works on Theories of Economic 








Rivista ht Politin Remwmics 
Vor. 50, No 5 * ” dell imposta lly ap eg oo Nl 
blica: A. Amato. Il bilancio as ie Gotti Protezionismo ¢ 
Mercato comune curopeo: F. pt Fonzo. Ticks olde, cinemas 
Sone | eee A. Soxvusrai. Ji ritorne all’oro: A. Camati (reprinted from the 
Rivista di Politica Economica in 1925). 


Rassegna Economica 
Vow. XXIV, No. 1, January-Apri 1960. Aspetti economici dei voli spaziali: E, Conswo. 
Note sul problema del produits: G. Pavomea. Misura dei mercati industriali: G. Taouia- 
CARNE. Viviamo nel secolo dell’inflazione?: A. Prxrrre. 


Review of the Economic Conditions in Italy (Banco di Roma) 
Vor, XIV, No. 3, May 1960. Ente Nazionale Idrocarburi: E. Marrei. The Italian Banking 
System: II; G. Detta Porta, Telegraphic Progress in Italy: G. Scanca. 
Economia Internazionale 
Vor. XIII, No. 1, Fesruary 1960, PO ae ae He Oe A. Bayjr. 
The Case of “ Unpaid Domestic Service”: Z. Y. Hersuiac. 


Economia Internazionale delle Fonti di Energia 
Vou. Il, No. 6, Novemeer~Decemazr 1959. he nero aca pan ey ews ne A. 
Kourscocost. 


‘AS. I costi delle immobilizzazioni nella produzione dell’ energia eletironucleare: L. 


mici: G. PALOMBA. Flatteaxioni cc ‘ 
reali ibe teat agtaoe ok timameteet 
Lionel Robbins: M. TALAMONA. 


Turkish Economic Review 


Vor. 1, No. 1, gag okey _ Foreign of oy vo engi wpe 
tion: C. Tren. Turkey's Fi ee eres M. Se does the 
Market Mean for Turkish ?: R. Axran. Iron and Steel Casting Industry in Turkey. 


Boletin de Estudios Econdémicos 


bin a pee mercado en It ten Ta dimension ona dea one 
sus ante un competitive : RQUYO. 
E. Gurensersc. Una solucion a la atomizacion: las > J. M. Shtuz. La 
concentracion de en la economia francesa contemporanea: J. R. Hovssiaux. 
ciones sobre el dela dimension di la empresa y dela atomizacon de as cntas de frodacion 


fopnse: . Yasanana. Proomas de la la pequena en la industria 


F. Scuosser. seh Gieneasion de Se eer enaiel oe Saris 
8. G. Canaies Problemas fiscales de ao -aamertennian 6 aarone 1. A. Francia. zl 
muestreo de trabajo como tecnica para determinar los tiempos estandar: II: J. H. ALEXANDRE. 


Revista de Economia 
Vox. XII, No. 4, Decemszr 1959. Factores intervenientes nos Saldos da Balanca Comercial da 
Metrépole: F. Marques Da Si.va. 
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Moneda y Crédito 
No, 71, Decemper 1959. Algunas observaciones acerca de los subdesarrollados: L. Baupin. 
La documentacién bancaria ante el impuesto del Timbre: N. 


No. 72, Marcu 1960. En andlisis de las curvas de transformacién: J. M. vE La ToRRE DE 
La contabilidad nacional en Francia: A. R. Sasatt. 5 


El Trimestre Economico 


XXVII, No. 105, January—-Marcx 1960. a Saree Me sorters 4 on. le 

tierra en el desarrollo econdmico de México: E. Fiores. El financiamiento de la integracion 

i Latina: M. S. Wionczex. Un modelo de andlisis a corto plazo para paises 

L. Sous and E. Busramentre. La tedria del desarrollo econdmico: 

weal El comercio exterior como motor del crecimiento: el case de Puerto Rico: 

Fa Fe gy A well crecimiento : R. pe Otrverra Campos. La inier- 
dependencia de las decisiones de inversién: H. B. Cuenery. 


The Annals of the Hitotsubashi Academy 
Vor. X, No. 2, Decemszr 1959. “ Ilogicality” in Japanese Small Business: A Comparative 
of Earnings of Small Manufacturing Plants in Japan, Britain and the United States: T. 
Yamanaka. A Tendency of Arguments on the Principle of Causa Proxima: K. Fuymoto. A 
on the Concept of Utility: H. Hrsataxe. Characteristics of Management in 


Reconsideration 
Japanese Enterprise: S. Taxamrva. 
The Economic Review (Japanese text) 

Vor. 11, No. 1, January 1960. Deflator and Industrial Structure: R. Yocm. Economic 
Growth and Foreign Trade: M. SHINoHARA. Gaudio ts tr eer hana Ba Onn, 
ine: S. Yosuuwosu. Price and Economic Calculation 

Equilibrium Analysis of Technical Progress: K. Ara. 

Economic Bulletin of the National Bank of Egypt 

Vou. XII, No. 4, 1959. The High Dam. America at the Cross-roads. Balance of Payments 


Estimates, January-June 1959. 
Vot. XIII, No. 1, sania N.B.E. Brought into Public Ownership. The Bank of Sudan Com- 


Fi 


; 


i 
i 


i 


mences 
Voprosy Ekonomiki (Russian text) 
No. Geperain Os sg Sem ogantcnt el and Sy csar Shes ag gg ro B. Semxnov. The 


Cpt of eS K. Vinocrapov. 
inthe USS. sole EDISHCHEV. An Important Means of St 


G. Kuupxormov. Economic 
Usi: de Mensa Remus of Bick Gat vae ae a: Belen: The Organisation of 
the ional Accounts of Socialist F. 7 ing: 


On Cost Accounting in Communications Enterprises: 1. Fecpman. On What Problems is the 
Labour Research Institute Working?: E. Kapusris. In the Institute of Economics of Georgia: 
T. KosHrarrya. 

No. 3, 1960. The Planned Balance of the National Income in the Union Republics: M. Bor. 
Pls of the Socialist Comtries- B. Mamoattnr S. Feup. The Co-ordination of the Economic 


see br Cnhodionihta: 9. tenon. A Conference on Problems 
brs and Cost Accounting: P. Novicttenxo. On the Bases of the Economic Plan and 
Methods for Its Elaboration: D. Muratoy. Problems of the Full Mechanisation and Electrifica- 


tion of Production: N. Avexsexv et al. Rational Farm Size and the Use of Labour Resources: 
A. Bazv and B. Synznys. Long-term Farming Plans for a District: N. Isannxo. Ways to 
Develop Stock-breeding: A. Becucuev and I. Zumnov. Sources for Covering Capital Invest- 
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ment in Agriculture: B. Napatxov. The Creation of Amortisation Funds in Collective Farms: 


Satie Comal 


Mich: 

the USiA.: V. Sranovixy. 
"s Republic: A. Arno. On 
: Vauenter. Economic 


ies of the Countries of the Socialist Camp 
Economics of the 5.5.R.: K. Pror- 
and French Economists: R. 


S.S.R.: QO. Pasuxevicu. 


No. 1, 1960. An All-round Programme for Mi 


1900, a 
4 Third Metallurgical Base of the U.S.S.R.: K. Bet yancurxov and P. yr 


No. 3, 1960. Questions of Energy Construction: P. Neporozuny. ee 
Significance of Iron-ore pom, P 
and A. Korrunov. On the Improvement of 
and V. Serceev. The Level of Labour Productivity in the U. CR: and the USA; 





Attainment Highest 
of er 7 here ga Problems of 
Production and of Capital Construction in Sounarkhozy: Ya. Cuapary. Diminish Building 
and Accelerate Entry into Operation of New Projects: V. Avampany. 
Ekonomicheski Nauki (Russian text) 
No, 1, 1960. ey ae Freel granny Rash cron A. Myaonov. 
Material~Technical : E, Loxsnin. On the Relation- 


eof Vals nh U8 8.8 National Economy : 
Sey rg M. rae a ee Cost 


‘and the of a Crisis of World Resources: 
of Production: B. Viapmarov. 


Socialism: v. Feporov. Economists of the 
ion and the Law of Value under Socialism: A. 


a cy Pa agri pale 
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—, The of the Course “‘ Mathematical Methods in Economic Accounting": A. Ya. 
the Programme recon hare san ame goras. sme I. Kmyusnxm. 

3, 1960, Soviet Women—JIn Active Participation in the Construction of Communism: Yv. 
python Some Questions of Agricultural Statistics at the Present Stage: N.Tsocorv. On 
the Redistribution of Population—Census Data in connection with Administrative-- Territorial Changes: 
S. Bexunova. On Some Problems of the Census and the Current Estimation of the Annual 
a the Population: R. Surman. On the Census of Uninstalled Equipment: P. Zevster 


No. 4, 1960. Documents of Lenin Connected with the Work of the Central Statistical ini. 
Che the Wey Shace by the Groot Lente ts the Yours of Propeting the Victory of the Sociale 
rporasavea Ahi ape ‘V. PY capo ee oh In the Personal Library of Lenin: Su. 
vat The Leninist a ae A. Marxin. The Level of 
of the Mn SR: V. the 
te. ISR and Tes Ags Siocion: A. Vosrrixova. Nationalities of the U.S.S.R. 
Dame oi the Data of the All-union Census: G. Maxsimov and A. Isupov. 


Ekonomista (Polish text, English and Russian summaries) 
So 1959. eo crear ee dh eon crm, Bo asa O. Lance. Agricultural 
reese rtd oben p= ew gy” Aap Economic Efficiency: R. Manteurrer. On the 
Eats A em Gold in the Monetary System of Contemporary Capitalism: 
of Economic Growth and Technical Progress on Agrarian Structure 
Ee eee eae ee eee J. 
ee ee iz M. OrzowskI. Changes in 


ins = 
i Promotion in the Post-war Period as an 
Economic Planning in the Capitalist System: A. Szeworsxt. The Problem of 

Countries: Pee earns The Scope of the Mathematical 


No. 2, 1960. Factors in the Growth of National Income in a Socialist Economy: K. Lasxt. Some 


Problems 


. Lange’ 
E. Liprtsxi. The Cost of State Intervention in Agricultural Markets in Capitalist Countries: M. 
Perozysxi. The Notes of Karl Marx. A Contribution to His Method of Work: S. Scuwann. 
The Economics of Tractor and Horse Draught Power: E. Wreczorex. J. Galbraith and His 
American “ Affluent Society”: Cz. Grasowsxi and A. Szeworski. Socio-economic Problems 
at the Session of the Polish Academy of Sciences: Z. Firyxa. The Dependency between Progressive 
Piece-rates and Production Costs: J. Buxzwiecz. 


Gospodarka Planowa (Polish text) 
No. 1, 1960. Pie pope 9 ite Loree J. Gwiazpzmsx1. Basic 
Technical in Building it 1945-653 


Application in Particular and in General: B. WojcrecHowsk1. 
Realistic Calculation of Foreign-trade Efficiency: B. Naynicrer. The Capital 
Demand of Exports—I: P.Gurman. The Division of Poland into Economic Zones: B. Rycu- 
owsar. The Turoszéw Mining and Power Combine: Z. Karst. Prospects for Industrial 
in the Olsztyn Voivodship in 1961-75: H. Dasrowsx1. Some Planning Problems 

of Small Industry: S. Szwevowsx1. 





iB 


if 


i 


’ 
i 


ih 


i 


i 
if 


if 


Pi 


i 
i! 


2 
38. 


iad 


. m 
of Certain 


i 
& 
fi 
g 
4¢ 
i 
j 


it f 
ute] 
Pili: 


i 


of Money and 
State Mi 
Economics: V te ye 


Vv. Sman. On 


ope: . The Budapest 
7 ice: J. DOLANSKY. Problems of 
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Countries: P. TuusrA. 


Consideration of Some 
Wongenen raf the National 
italism: Urpan. 
Phas lenny Con 
State Monopoly 
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and Problems in Housing Development: V. 
under Socialism: J 


ing of Enterprises: J 


Politikd Ekonomie (Czech text, some English and Russian summaries) 


No. 2, 1960. Pro. 
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Capitalism: V. Sviekx. The Use of Vi 
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Fifteen Years of Succesf 


No. 5, 1960. 
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in Czechoslovakia: Z. POtex. 
J 
R. Oxsovsxy 


we}. Ko 


in Czechoslovak Agriculture: J. KotArxo. 
unich Czechoslovakia: : 
ILHAN. Some Questions on State Monopoly 
Plénované Hospoddistui (Czech text) 
: - : : tes a» ; : . 
Third Five-year Plan: j 


gr 


‘zechoslovakia and Its Place in the World Economy: J. 
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the Economy of Pre- 


No. 1, 1960. Pl or 


slovak Industry: V. 
The Development 
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No. 6, 1960, Enlerging the Role of Netional Committees—-the Path to Deepening Socialist Demo- 

. The New Methods of Management Through National Committees; R. Ryromakix. 
Using i Area Development: M. Cervent and O.Machx. The 
Expansion of the Material-Technical Base of Agriculture in the Third Five-year Plan: J. KRAKAL 
and L. Sumav’. The M ical Problems in the Creation and Use of Reserves: J, Lisus 
and M. Soxor. The Efficiency of Geological Surveys: B. Souxur. 


Ikonomicheska Misl (Bulgarian text, French and Russian summaries) 
No, 10, 1959. For ep sl. Casvation. On the Facters and Conditions 
Which the Seale and Place of Fost 


ty 
Fl 


Define the D. Daviwov. The Domestic 
Production of Synthetic Fibres: P Mencv and f Perroy. The Analysis of the Proportions 
Producers’ and Consumers’ Goods: E. MATEEV. The Degree of Mechanisation of Co- 
operative Farms: NNacone ia, oeerienenpe © fe Unie eae Countries of Asia: 
Mater. Price Formation in Cstxos-Nacy, A Conference on 
i bay he sae yma f ths Ecomong B, Penvaa. 
No, 1, I ae bigow y Aimer f hitonger b S. Nasuev. Means for Raising the 
7 y of Retail Trade: A. Zaxuarteyv. On Price Fixing and the Prices for Farm Products 
Country: G. Gencuev. On the Profitability of Foreign Trade: P. Ravkovsxi and S. 
Kopvmov. The Common Market and the Development of International Trade: Ya. AveKov. 
On the Modification of the Financial System in Czechoslovakia: L. Veurursxy. Broad Trends 
in the y slong i : I. Cuoraxov. On the Method of Establishing Above- 
; ‘ASOV. 
No. 2, 1960, Oo Sosas Pledlens of Weck Deckdind ie Daleeria: S. Korev. On the Problem of 
Livestock in the Private Plots of Co-operative Farmers: K. Karcuev. The 1960 Bulgarian State 
K. Lazarov. The Dimitrov Constitution and the Changes Made Necessary in Its 
Social and Economic Dispositions: 1. Yanmtov. The Socialist Budget and the Centralisation of 
Financial Planning: 8. asuzv. The Common Market and the Situation of Agricultural Workers 
Europe: L. Benov. On Production Indexes and the Determination of Labour Pro- 
: L Iumv. A Conference on Labour Productivity: P. Kimanov. 
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No» 3, 1960. The Further Rise the Acceleration of Technical Progress in 
con 7 Pl aon Lm sp on Coantanty a Ronmir Ceagethion 


C ion b . 

pee ere Lenin and Economics: Zit. NATAN. On the Location of the Textile Industry in 

Bulgaria: V.Vutov. The Role of Profit in Strengthening the Economic Balance of an Industrial 
: K. Kasapov. The Extension of the Sown Area—an Important td eg 

the ae D. Baxurozurv. The Reta Prieie tr Prods ead 

ANGARSKI. Continuous Decline in U.S. Agriculture: G. Wumnter. 

Over-production: 1. lonpanov. 


Planovoe Stopanstvo (Bulgarian text) 

No. I, 1960, 1960: ". Desev. Technological Deilopment end Basic Trond Modifying he 
Struct’ of Industrial Industrial Production: 1. Ixaev. Organic Synthesis and Its Raw Materials 
Smet’ M. Gerasmov and D. Ruscnev. On the 

A. Lyvtov. f Meceniatlog thd Saosin 


Finansy i Kredit (Bulgarian text) 
Economic the Budget of the People’s Republic 
Ni Lazanov.. Working Capital inthe Exons Beserses pone 








Kérgazdasagi Szemle (Hungarian text, English and Russian summaries) 


No. 3, 1960, Twentie qT: E. Vanaca, The Mutual t in 
ale ctr tn Daa! 
par? the ! 4 , 


Pre Cooperation aes peat 


the Economics 
t A. Naoy. On the Costs on the Intensive 7 L. 
Ls inf Peel Heap SG HS Pf 
Consequences of the Scientific and Ti ical Revolution: Gy. Simon. 

ee ae ee eee 


—— ate 6 ae Gopal oe eee, Party: F. Smon. 
; dnalss: “ . Campmrzxy. The 1958 Results of State 
et Grr Rona and'K, 8006. 


Bighteenth Century: 1. MiszAnocs. Rca dar whined owe A he 
! 

F. Zara. Labour Conditions in the Building-materials ee E. ouv1. The Co- 
tek ene ae ene PAvos. The International 
Population Conference 1959: Gy. 











1960) RECENT PERIODICALS AND NEW BOOKS 661 


Fesruary 1960. Js Jt Possible to Reduce Construction Time?: J.'Tan. Some Problems of Labour 
Management in Co-operative Farms; 1. PAuyas. Lessons the Labour 

ee Sole Cans ae See 
no 5° erly ne ne mmm NS oe nag er mB 

pA reg at ote ap werent Trends and Lessons of the of 


the 
uae tk ae efont yg mp A. Mép, The 
Utilisation of Lamon Th I ‘The 


oo Formation te Sas Satin of the Fg nem 
Society. A Congress on the Organisation and Mechanisation of Accounting in Budapest: M. 


Aran. 1960. The 15th Anniver. the Liberation . Preliminary Results of the 1960 
of Population. San Theil Quadevel ind eacecgemees & The 
Utilisation of Input-Output Analysis for ag ee oe P. Havas. Current 
Problems the Plastics Industry: Gy. Work in the Present Period of 
Building m the P omg gt Mow Cuai Cu-vun. The Technical Level of 
the Hungarian Shoe-making ‘id HorvArtu. ge leggy A the af ar adapay 
oN Technology: "Re Jasaaue. The adie 

ew ANAKIEFF. 

: E. Szané, 


Economic The New Regulations on 
Work mb Sei Union. ‘tga Committee for Industry and Construc- 
Trade 


i 


M ; E. The Measurement of Foreign 
Eficieney and tT. Phtos, of Historical Statistics b hte the 


Probleme Economice (Romanian text, English, French and Russian swmmaries) 
eal Romo The State Plan 1960—a Forward on the Path 
RR. Sparteneertal ie ieaemasclite Meta ib Bont iy 
Utilisation of Investment Funds: R. SAveanv. Fe ¢ Baur Undledon of 
art pt A. Tancu, Contracts Aariedtorel Prods wnt That hele 


te arc wilding-materials Works, Bucarest: A. Dmaaanascy. The Warsaw 
Eni rom St Coo Nota A : A, Roxen and Gu. 
a per 7h, Mecone of the Representatives of Central Banks ‘Socialist Countries: M. 


NAsTase. 
No. I, 1960. On the Factors the Forces of Production: A. Neavciow, phkgenn | 
Raw Material —The Main Element Oe ae eee ide j nowy 
Banu. Sage Mater: V V. Nica. The Adaptation of 


Pron De, en Vg Me ut i a ns —~ Src Cnr me 


O. PanparA. Problems of Animal Piedutien tat Coun 0 fice Pauad B; feoumeiaaies 
Current Problems of the Economie and Organisational Strengthening of Collective Farms: Gu. 


ONIT. . . 
No, 2, 1960, hee Sate Burien Be 18 I, Craw. ay A 
duction namely axet! S. Pert and O. Giza. Raising the Techaloe! Lavol of Protocs 

tion by Equi Modernisation: V. Roraru and V. Sava. The Role te Foren nde 
Organisation and Management of Production: M. Viownscu., The Economie and 
Strengthening of Collective Farms: 8. Hantia, The Social—Economic Structure of the Population 
in the Light of the 1956 Census: P. Iscovict. et ee eas 


Republic—Instruments of +7 German Imperialism: §. Ub Actor of Agrcdira Problems yee she f 
T. Lasko. The Discussion of the Improvement sels = 1 Sa <n teocken/dahtieeatadenen 


L, 
No. 3, 1960. Some Problems of Price Fixing for Industrial Products and of the Distribution of the 
Salied Lets deouie oddone I, Racumur. Comdtaion of eta! 











between the Working Class and the Working S$. Nica and Gu. lonrph. The Leninist 
Policy of the Rumanien Workers’ Party of Building the Technical and Material Basis of Socialism: 





tition! Oemed theo” new series. Changes in the Economic Pattern 1957-9. 
U Press for the Oxford University Agricultural Economics 
mm Perum 1960. o”. Pp. xii + 147. 25s. 

useful publication gives CO ee en en 


capital in British British agriculture, It mmindy the werk o . H. Frankel. The 


purpose is is primarily 
bs oe dome th 
peep t sk pt npr 9 pana ape ae ng a regard to 
Barker (T. C.), roa Emcee aes ewaeig London: Allen & 
Unwin, 1960. 10”. Pp. 296, 40s. 
[To be reviewed.} 
Barxer (T. ag ag weary H.), Marutas (P.) and Yamey (B. S.). Business 
London: The Historical Association 


History. 59a Kennington Park Road, S.E.11), 
1960. 8}”. Pp. 36. ' , 
[This pamphlet is addressed mainly to those who nde ne about to be i 
the writing of the history of an individual firm, ee the sponsors of the firm i The 
Ghaaicupiemepimace denote. ts on best way to set about 

the job ond Sunieaes Shake totoanee eteainic aie, 
Owe ae . Somewhat less is the authors’ vergenye of puawmrbyp hee myh my 

business history. say, should 
dathen of Geasheus Wshtey of his fem ia'n valuable form of td civity; and the heron, 


for his part, should welcome the opportunity to debunk the myth of the robber Seep tnmmentabadted 
the contribution made by the personal ties of business-men to economic growth. It is clear 
historian to substantiate one particular preconceived point of view, is certainly 
Sete dew che te Gee ceaiie meooen't 

Pe yk Renal er or yl das © A Short Introduction to the Economy of Latin 

London: Oxford University Press for the Royal Institute of International 

Affnive, 1960. 8)”. Pp. x + 169. 18s, 

[To be reviewed.] 


A Bibliography in Economics for the Oxford Honour School of Philosophy, Politics and 
ie ae Second Edition. London: Oxford University Press, 1960. 84”. Pp. 82. 
rr aah ca aekinek in MOT ee ne cane we Gatos br sal alee 
students without Sosa ats deal of quldesen, tous it  ecaveusly Wain fay taitddag, and Mi tarts bt & 
a 
detailed enough to provide a good starting-point for research purposes.]} 
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(Sous of the ptente and Wales, 1945~1959. 
Y Rs Ward (Dorset ~ hoerer y Senin 1), — Pp. 80. 


. Itis mostly concerned with 
try industry. Ss age 


wed” 6d. 


Doss H.). An Essay Economic Growth and Planting. London: Racial 
sa 9”, Pp. vii + 119. 15s. 
[To be reviewed.] 


Gutiizsaup (C. W. Determination and W; Policy. An.economic mono- 
graph. Welvpe: Nick, 1908 ba" Pp. 31, Or. 6d 
[To be reviewed.] 


Havex (F. A.). The Constitution of Liberty. aiid’ Routledge & Kegan Paul, 
1960. OF Pree 4 870. 45s. 

[To be reviewed.] 

¢nere.B), The Social Framework. An introduction toeconomics. Third edition. 

University Press, 1960. 7}, Pp. xii + 272. 18s. 
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